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1. ANCIENT AND CLASSICAL IDEAS C, 

•dr, 

E CONOMICS or Political Economy, as it was called before 1890. formed pari, r j () 
of other disciplines like Logic, Psychology, Politics, Ethics etc. This was so w j, 
since the time of Aristotle ( 384-322 B. C). the famous Greek philosopher, who is >( 
regarded by some writers as the first analytical economist. In Book I of his classic 
work Politics, Aristotle dealt with the problem of definition and scope of j 
economics. Dividing the economy into economy proper ( oeconomicus )' and the 1 
science of supply ( chrematistics ). he defined the former as the science of house¬ 
hold management. The science of supply or chrematistics was concerned with 
exchange and the art of acquisition—money-making. Even Xenophon [440-355 <c 
B. C.), the less known Greek philosopher, in his treatise Oeconomics regarded 
economics as the science concerned with the problems of household management. ta j 
In the early Christian and medieval periods, economics was made subsidiary (| 
to Christian morals. It began to be pleaded that wealth was not an end in itself; 
if anything, it was only a means to secure the more fundamental objective of life 
which was to do God’s will and attain salvation. The early Christians adopted ^ 
an attitude of indifference toward wealth. For them, righteousness and not wealth 
was important. Antagonism to wealth was also present in Christ’s teachings who r 
told his disciples that those who have riches would find it difficult to enter the c{ 
Kingdom of God. “It is easier for a camel to go through the eye of a needle than 
for a rich man to enter into the Kingdom of God”, commented Christ. The early 
Christians spurned wealth and worldly pleasures associated with wealth. The 
medieval schoolmen also displayed hostility toward wealth. Little attention was 
consequently paid to the study of economics by the writers and thinkers of these 
periods. 

The mercantilists , 2 who were leaders of economic thought since the time of 
Renaissance upto the ‘sixties* of the eighteenth century, believed that wealth was > 


iThc word Oeconomia from which the English word -economy” has been derived meant for 
the Greeks the science of household management. 

'^Mercantilism refers to a system of economic thinking and policies that dominated Europe 
particularly France. England and Germany during the 16th. 17th and the first six decades of 
18 th century. Mercantilists. who were essentially a conglomeration of practical businessmen 
administrators and merchant princes, emphasised the importance of foreign trade as a means 
of the State achieving economic and political supremacy over the others. Great stress was 
laid on the need to accumulate precious metals-gold and silver-as a means to give practi“l 
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useful from the standpoint of the State. The State has to be wealthy in order to 
be powerful. The result of this trend in thinking was to make economics a study 
of wealthearning activities of the individuals. Johann Heinrich Gottlieb von 
Justi (77/7-7/), a German mercantilist who was professor for sometime and 
thereafter an administrator of public enterprises, wrote: “The great management 
of the State rests vitally upon the same rules which other management must 
observe. In both establishments, the ultimate purposes are to acquire ‘means’ 
to assure what has been acquired to use reasonably the goods possessed. The 
housekeeping of the State is merely of incomparably greater extent than that ot 
a private person/’ Sir James Steuart (1712-80). an English mercantilist, explain- 
inc the subject matter of economics in his An Enquiry into the Principles of 
Political Economy (1767) wrote: “Economy, in general, is the art of providing 
for all the wants of a family with prudence and frugality.what economy is 

in a family, political economy is in a State.’* . 

In the hands of Adam Smith and his distinguished followers—the classical 
economists—economics became a science of wealth. Adam Smith, universally 
regarded as the father of economics, defined it as a science which studies the 
nature and causes of national wealth. The full title of his famous book published 
in 1776 commonly known as The Wealth of Nations is An Enquiry into the 
Nature and Causes of the Wealth of Nations /’ This shows the great importance 
of the study of wealth for Adam Smith. J. B. Say. the noted Ercnch disciple of 
Adam Smith and an important expositor of the thoughts of his master in France, 
regarded economics as the study of the laws that govern wealth. In his A 
Treatise on Political Economy published in 1803, Say wrote that Political 
economy makes known the nature of wealth: from the knowledge of itsmaturc 
deduces the means of its creation, unfolds the order of its distribution nd the 
phenomena attending its destruction/’ J. R. McCulloch, another classical 
economist, defined Political Economy as “the science of the laws which regulate 
the production, accumulation, distribution, and consumption of those articles or 
products that arc necessary, useful or agreeable to men and which at the same 
time possess exchangeable value.’’ Nassau William Senior, probably the best 
known exponent of the classical school as regards the nature, scope and methodo¬ 
logy of economics, defined it in his book An Outline of the Science of Political 
Economy thus: “The subject treated by the Political Economist...is not Happiness 
but Wealth; his premises consist of a very few general propositions, the result of 
observation, or consciousness and scarcely requiring proof or even formal state¬ 
ment and his inferences are nearly as general and if he has reasoned correctly, 
as certain as his premises/’ Senior narrowed down the scope of economics by 
• i git an abstract and deductive science and his influence on later writers, 
ma ^. ! n j s. Mill and W. S. Jevons, was considerable. In his Essays on 

S *™* 1 Unsettled Questions of Political Economy , (1844), Mill defined Political 
° as thc “science which traces the laws of such of the phenomena ' 

C °iety as arise from the combined operations of mankind for the production • 


——-—the concept of 'a powerful Slate'. In this ihe need lo have favourable balance c 
shape io in orling icasi and exporting most appeared as the most important plank of tl 
pay men The mercantilist slogan was 'more gold, more wealth, more power'. 
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wealth, in so far as these phenomena are not modified by the pursuit of any c 
objects”. 

The classical ‘wealth* definition of the subject-matter and scope of econo . 
came in for bitter criticism from two important sources—the German Histoi 
School and the English liberal writers. The English classical economists belie 
that individual self-interest was a ruling motive in society and that the great »*<. 
social good was the sum total of maximum individual happiness. A<:, 
Smith firmly believed in the harmony between individual and social inters, 
what was done by the individual spurred by his self-interest was also in the b,..i 
interest of the society. Further, whatever was most profitable to produce frd- 
individual entrepreneur's standpoint was also most conducive to the increase he 
the community welfare. Supremacy of the individual was very dear to Smith. Cd 
the other hand, the German Historical School of economists believed that indbn 
dual wants were subordinate to social and national ends. The German Histories 
economists were opposed to the English classical economists in three followii d 
important respects: ro 

( 0 ) While the classical economists believed in narrow individualistic scorv; v q 
economics as a science of individual wealth, members of the historic 
school of economists wanted to have a broader study bringing out to 
v interrelations of the various aspects of the social and individual actions.^ 

(b) While the postulates of the classical school, as well as the laws or ge» 

ralisations based on them were static in character, those of the historic 
school were dynamic and based on realistic study of life. jdy 

(c) The classical economists made use of the abstract, deductive or a /man 

method of reasoning, while the historical economists applied the realistic 
or inductive method of reasoning. , 

The German economists defined economics as “national” economics as distinct 
from the “universal” economics of the classical writers. Roschcr, one of ;>n. 
leaders of the historical school, said: “By the science of national or politico - cco 
nomy, we understand the science which has to do with the laws of dcvclopmcn. 
of the economy of a nation or with its economic national life.” Again “Poliiica* 
Economy”, Roscher wrote, “treats chiefly of the material interest of nations. K 
inquires how the various wants of the people of a country, especially tho.fr of 
food, clothing, fuel, shelter, of the sexual instinct, etc., may be satisfied; how ini 
satisfaction of these wants influences the aggregate national life and how in tun* 
they are influenced by the national life.” 1 

While the classical school was attacked by the historical school as regards .V 
scope of economics, methodology, and the assumptions used, it was also aflame 
from another quarter for its emphasis on wealth. Wealth, according to Adam 
Smith, was composed of tangible commodities. Adam Smith wrote: "Every man 
is rich or poor according to the degree in which he can afford to enjoy the nece¬ 
ssaries, conveniences and amusements of human life." 8 The classical conce of 

wealth was expressed very clearly by Nassau Senior as consisting of "all t ,ose 
things and those things only which are transferable, are limited in supply and are 
directly or indirectly productive of pleasure or preventive of pain; or to use an 

•The Wealth of Nations , Book I, Chap- 5. 
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us jivalent expression, which are susceptible of exchange or to use a third equiva- 

be t expression which have value.** By such a definition of wealth—scarce 

O fods having exchange value—classical economists narrowed down the subject 
jitter of economics to material goods only. Economics came to be regarded as 
tb e study of wealth; of how to increase the quantity of material goods. On this 
0 pint, classical economists came in for bitter criticism from Thomas Carlyle and 
ot'hn Ruskin. 

to Carlyle characterised economics as the Gospel of Mammon. Ruskin. who was 
h t orried because people were very crazy to become rich and because production 
a .id distribution of wealth had been raised to the rank of science, emphasised 
i^iat happy living and not getting rich should be the end of human endeavour. 
>Vhat mattered most was life and not wealth: a separate study of wealth, there¬ 
fore. was absurd. Ruskin gave expression to these ideas in his famous book of 
j,ssays entitled Unto the Last thus: “Among the delusions which at different 
periods have possessed themselves of the minds of large masses of the human 
e ,acc. perhaps the most curious, certainly the least creditable, is the modern soi- 
iljgunt science of political economy.** In another passage of the same book, 
n^uskin characterised economics as “a bastard science, the science of getting 
irich'* and he alluded to Adam Smith as “the half-bred and half-witted Scotch¬ 
man who taught the deliberate blasphemy: Thou shall hate the Lord, thy God, 
o.amn his laws and covet his neighbour's goods.*’ 


/ 


rcg 2 MARSHALL ON THE SCOPE OF ECONOMICS 

Tver 

We can best appreciate Alfred Marshall’s contribution to the discussion of 
.the definition of the scope of economics only if we can appreciate the circum¬ 
stances under which he developed his ideas. By the time of Marshall, the classical 
dconomic doctrines had been seriously undermined and economics had fallen into 
disleputc. The German historical economists effectively challenged some of the 
postulates of the classical economics. They emphasised the complexity and 
changing character of economic life. The Austrians and Jevons in England had 
exposed the weakness of the classical theory of value based on cost alone. The 
nyjcii-publicised Smithian myth ot harmony between individual and social inte¬ 
nts was exploded by the fact of growing mass misery at a time when production 
,>vas increasing. Workers steeped in poverty suffered most from periodic econo- 
‘mic depressions. Socialism and the labour movement attacked the assumptions 
iiier-1 conclusions of the classical economics. Criticising the classical economics, 
as C French economist Sismondi, who in his early years was a staunch defender of 
--the Snuth-Say tradition, stated that it overemphasised the acquisition of material 
wealth and ignored human happiness. Wealth should be used to increase human 
welfare. Happiness and not wealth should be the aim of economic activities. 
Moreover, during this period, great changes had taken place in the techniques of 
pVoduction and economic life—numerous inventions, banking and financial deve¬ 
lopments. monopolistic cartels and trusts, business cycles etc.— exposing the 
hollowness of the classical economic doctrines. Marshall was influenced by all 
the criticisms levelled against the classical economic thought and by the vast 
changes which had occurred in economic life. He was, therefore, forced to make 
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fundamental changes in the traditional economic theory. 

Marshall had a vivid sense of the paradox of poverty amidst plenty. He pi , c 
for himself two basic questions. Firstly, why should there be mass povc? 
misery and want, while there had taken place a tremendous increase in mate* 
wealth? And secondly, was it not possible to diminish or remove poverty con 
letely? Marshall considered economics as a means or an instrument to better t' e 
conditions of life. He put great stress on the ethical element and thus successful 
humanised' the'dismal science*. Marshall defined Political Economy or ccon. 
mics as "a study of mankind in the ordinary business of life; it examines th..' 
part of the individual and social action which is most closely connected with th 
attainment and with the use of the material requisites of well being. ’ 4 White 
earlier writers emphasised wealth. Marshall emphasised both mankind and 
wealth. For Marshall, economics was "on the one side, a study of wealth; and on 
the other, and more important side, a part of the study of man.” Economics is 
"a study of mankind in the ordinary business of life**. It is on this aspect—"a 
study of mankind*’—that Marshall placed primary emphasis. Marshall agreed 
with the earlier writers that economics should be concerned with wealth which 
constitutes the "material requisites of well being”. By "wealth” is meant ah 
things, mainly material, which provide the means for existence, comfort and cn 
joyment. But wealth is not considered as an end in itself but only as a means to 
welfare, as a "source of the betterment of human lot". 

Marshall consciously limited the scope of economics by stating that only those 
forces which were subject to measurement in terms of money enter into the study 
of economics. Marshall was indeed correct in believing that force of human 
motives and the relations between pleasures and pain were not directly measura¬ 
ble; they could, however, be approximately measured by the sum of money 
required to induce individual action. According to Marshall, economics studies 
only those activities which arc most closely related to wealth—"most closely 
connected with the attainment and with the use of the material requisites of well¬ 
being.” 

Marshall was aware of the fact that there might be human activities with poli¬ 
tical, social and religious motives. But he rejected them because they were not 
amenable to quantitative measurement through the measuring rod of money. In 
this he was influenced by the weight of classical economic thought which said 
that economics should aspire to become an exact, precise and universal science. 6 
Pigou, after Marshall, defined economics as a study of economic welfare which is 
"that part of social welfare that can be brought directly or indirectly into relation 
with the measuring rod of money.” 6 This definition extends the scope of econo¬ 
mics to cover all goods, material and non-material, which command money price 
and takes in the whole of the price system. It avoids difficulties which arise out 
of the limitation of the scope of economics to material welfare and includes all 
goods the acquiring of which involves effort or sacrifice. 


‘Alfred Marshall, Principles of Economics, 8th ed.. Chap. 1. p. l. 

Marshall changed the name of-Political Economy" to "Economics" to make it similar lo 
Mathematics and Physics. 

«A. C. Pigou, The Economics of Welfare, 4th ed.. re-print 1938, p. 11. 
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gou's definition is slightly different from Marshall’s. According to Marshall, 
;omics studies human actions in relation to material means or requisites of 
‘‘are. On the other hand, according to Pigou economics studies human actions 
relation to material or economic welfare itself. In other words, Marshall 
->hasises wealth as a “means” to welfare and. consequently, is more concrete 
nd definite Pigou’s concept of economic welfare conveys little meaning. More- 
er, although it is possible to divide the “means” of welfare into material and 
n-matcrial, wc cannot divide human welfare into any such categories. 

riticisms of Welfare Definitions 

The “material welfare” definitions 7 of Marshall, Pigou and others were accep¬ 
ted widely and were thought to have put an end to all controversies regarding the 
Icope of economics. The controversy was, however, revived with all virulence by 
Lionel Robbins, in his well-known book An Essay on the Nature and Signi¬ 
ficance of Economic Science. 

| The first criticism has been directed against the Marshallian concept of treating 
economics as a social science rather than as a human science. A social science 
studies individual as a member of society. The activities of an isolated individual 
Rice Robinson Crusoe, therefore, lie outside the scope of a social science. A 
luman science, on the other hand, includes for study the actions of every human 
Bieing, whether he is living as a member of an organised community or living as 
a recluse away from society. Marshall thought of economics as a social and not 
as a human science. He really spoke of “individual and social action” but by 
relating their activities to the measuring rod of money, he restricted the scope of 
^economics to a study of persons living in organised communities using some type 
■of currency. Robbins has pleaded that the fundamental laws of economics apply 
to all persons irrespective of whether or not they are living as organised commu¬ 
nities. Economics should, therefore, be considered as a human science and not 
as a social science. 

A second criticism of welfare definitions of economics is based on the score 
|that they are classificatory. Marshall, for example, wanted economics to study 
fonly those activities which are “most closely connected with the attainment and 
with the use of the material requisites of well-being”. In other words, there are 
two kinds of human activities—economic and non-economic. Economic activities 
are those which are related to wealth and are measurable with money. Non-eco¬ 
nomic activities are those political, social and religious activities which are notstri- 
effy related to wealth or to the measuring rod of money. Robbins pointed out that 
Marshallian distinction between economic and non-economic activities was not 
valid, since all human activities have an economic aspect. According to Robbins, 
“an economic problem will arise wherever and whenever scarce means such as 
time and money are involved in the satisfaction of certain ends.” Such a problem 

’Some more welfare definitions are : 

“The aim of Political Economy is the explanation of the general causes on which the mate- 

I rial welfare of human beings dcpends.“—Edwin Cannan Elementary Political Economy, p. 1. 
••Economics is the study of the general methods by which men co-opcratc to meet their 
material needs.*'—William Beveridge, “Economics as a Liberal Education", Economica. 

Vol. I. P- 3. 
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will arise even in the case of a sadhu who may not perform any economic activity 
in the Marshallian sense. Earlier Wickstecd had demonstrated that economic 
problem is by no means restricted to market alone but all human activities have 
an economic aspect namely, the aspect of choice where scarce means have to be 
apportioned between competing ends His delightful example of cutting short the 
family prayers to speed the parting guest to the train points out to the great 
generality of economic principles. Economics should not restrict its scope only to 
those social actions which relate to wealth but should deal with economic aspects 
wherever they are found. 

This criticism apparently is not justified if we analyse Marshall’s ideas carefully. 
Marshall was interested in making economics a precise science whose laws were 
capable of universal application. Exactness and certainty are possible only through 
quantitative measurement. Hence, Marshall insisted that only those activities 
which are most closely related to wealth or can be measured through the measu¬ 
ring rod of money should constitute the subject-matter of economics. Marshall 
purposely avoided other human activities. He said: “If the matter is important 
let us take amount of it as far as we can. If it is one as to which there exist 
divergent opinions such as cannot be brought to the test of exact and well-ascer¬ 
tained knowledge; if it is one on which the general machinery of economic thought 
cannot get any grip, then let us leave it aside in our purely economic studies; the 
attempt to include it would lessen the certainty and exactness of our economic 
knowledge without any commensurate gain.’ 8 Marshall seems justified in restric¬ 
ting the scope of economics to economic activities on two grounds—firstly, from 
the point of view of the exactness of the science; and secondly, on account of the 
lack of adequate technical tools to handle all problems. Nothing worthwhile in¬ 
deed will result by making economics very wide and attempting to study all 
human behaviour, as Robbins wants economics to do. 

Finally, it is pointed out that welfare definitions, although largely true, arc 
“too restricted in scope to embrace all the facts and are much less fundamental 
than appears at first glance’’. According to Marshall, the scope of economics is 
restricted to individual and social actions connected with the “attainment and 
with the use of the material requisites of wellbeing’’ or to use Pigouian phrase 
“human action related to material welfare” Only those activities connected with 
the production and consumption of goods and services which aim at increasing 
material welfare can come under the scope of economics. Many examples can, 
however, be cited of the actions having economic signficance but which have little 
or no connection with material welfare. The same good or service may contribute 
significantly to material welfare at one time under one set of circumstances and 
not at all at another time under changed conditions. Whether under any given 
circumstance a commodity or service has economic significance or not depends 
solely on whether it commands a price or whether it enters within the circle of 
exchange. For a commodity or service to enter into the circle of exchange it will 
have to possess two characteristics, viz., influence on human behaviour and rela 
uve scarcity. These two factors should be taken together and not in isolation 
Thus, it would be clear whether a good or service enters with the circle of exchange 

«Marshall, Op . clt., p. 23. 
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or welfare docs noi always depend on whether it promotes material welfare. 
Robbins, therefore, says that -whatever Economics U concerned with it is not 
concerned with the causes of material welfare as such. 


3. ROBBINS ON THE SCOPE OF ECONOMICS 

Robbins has introduced “scarcity” definition of economics. Robbins advocates 
a return to the ideas of the classical economists particularly of Nassau William 
Senior regarding economics as a positive science of what is as against the norma¬ 
tive science of what ought to he. According to Robbins, human life exhibits 
following four fundamental characteristics: 

(a) Man has various ends or wants to serve. 

(/>) His means of satisfying them—time and money at his disposal—are 
limited. 

(c) These limited means are capable of being put to alternative uses. 

(</) Consequently man has to exercise choice in distributing these limited 
resources between the competing ends on the basis of their relative im¬ 
portance. . . - 

Thus the determining influence in economics is the fact of scarcity. Scarcity ot 
resources relative to the uses which these resources could be put gives rise to the 
problem of resource allocation which is reflected in human behaviour in the form 

of choice. . . 

Although it is true that wants or ends are unlimited but, as pointed out oy 
Robbins, the multiplicity of ends alone will not create economic problem. For if 
a man has many wants and at the same time has ample means to satisfy them, 
there is no economic problem for him. Again, scarcity of means alone, as Robbins 
points out, does not constitute an economic problem. The economic problem arises 
because means are not only scarce but are also capable of alternative applications; 
and the ends which are various are capable of being ranked in order of their rela¬ 
tive importance. Human behaviour, therefore, necessarily assumes the form of 
choice between the various competing ends and scarce resources. An economic 
problem arises whenever scarce resources are related to the achievement of one 
end and in preference to another. Suppose, a consumer wants food and also a 
cinema show but the money at his disposal is inadequate for both then he can¬ 
not have both. He should choose one and allow his other want to go unsatisfied. 
Thus in the face of multiplicity of ends, time and the material means of achieving 
these ends are limited and consequently we are forced to choose some and give 
up the other ends we want to satisfy. Thus Robbins says that ‘scarcity of means 
10 satisfy ends of varying importance is an almost ubiquitous condition of human 

behaviour.”’ 0 . . . .. . A 

Robbins comes to the conclusion that all human activities—whether it is tne 

production of a tangible commodity or service of a dancer or waging of a war- 
exhibit an essential and necessary relationship between ends and scarce means. 
The services of a carpenter or those of a dancer or teacher are limited in relation 


9 Robbins. An Essay on 

u>Ibid, p. 15. 


the Nature and Significance of Economic Science, p. 9. 
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to their demand and can be put to various alternative uses. The waging of a war 
involves the use of scarce goods and services in the prosecution of war instead of 
civilian uses. Thus the waging of a war involving the diversion of scarce resour¬ 
ces into non-welfare and non-productive channels forms as much the subject- 
matter of economics as the use of resources for the construction of a highway 
running through marshy lands which increase social welfare. The economist, 
according to Robbins, is interested only in the disposal of scarce means in order 
to achieve certain ends. Robbins* definition of economics runs: “Economics is 
* the science which studies human behaviour as a relationship between ends and 
scarce means which have alternative uscs.’ ,n 

Robbins' definition of economics differs from the welfare definitions of 
Marshall, Pigou and others in certain important respects. In the first place, 
“welfare” definitions take account only of certain kinds of human activities— 
those which promote material welfare—and designate them as subject-matter of 
economics; other kinds of human activities lie outside its scope. On the other 
hand, Robbins* definition emphasises a particular aspect of human behaviour, viz., 
that aspect which is related to or influenced by the scarcity of resources or means 
in relation to ends. The “welfare" definition may be characterised as classificatory 
while the “scarcity" definition may be considered as analytical. 

Secondly, the scarcity definition is superior to the welfare definition of econo¬ 
mics. In Robbins’ definition there is a universality in the conception of the nature 
of the subject, arising from the scarcity of means in relation to ends, found cvery- 
„ where and at all times, that is lacking in the welfare definitions. Under the scar¬ 
city definition, rich and poor businessmen and state administrator alike arc redu¬ 
ced to a common denominator. Economics is not so much concerned with the 
theories of production and distribution of wealth or of business relations; rather 
it is concerned with certain aspects of human behaviour. The conclusion is that 
the “scarcity” definition not only includes within the scope of economics all that 
is implied in the “cause of material welfare" or in the term “science of wealth”; 
but it transcends this narrow boundary. As Wicksteed said: “Its laws are the 
laws of life and arc applicable to fields that have no connection whatever with 
business or production of wealth.” 

Many critics have shown that there is no fundamental difference between the 
welfare and scarcity definitions of economics because both look at the same thing 
from different angles. There arc mainly two aspects in questions, viz., the sources 
of enjoyment (or wealth or sources) and their limitation. The welfare definition 
emphasises the former while the scarcity definition stresses the latter. It should, 
however, be remembered that wealth has always consisted of things which are 
limited or scarce. Hence these critics argue in favour of the retention of “wealth” 
and “welfare" as the subject-matter of economics since the concept of “wealth” 
has been used for the last 200 years or more and also includes in it the concept 
' of scarcity. v 

Furthermore, Robbins’ definition is inadequate to take care of the considerable 
changes in economic thinking that have come to the fore during the past three 
decades since Robbins wrote his celebrated book. In recent times attention of 


"Ibid., p. 16 . 
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economists have been focussed on the pressing problems of cyclical instability, 
full employment and economic growth rather than upon the basic scarcity of 
resources. Robbins* definition cannot absorb most of the recent contributions 
that have been made relating to these fields of enquiry both in pure and applied 
theory. In spite of the fact that Robbins' definition deals with the disposal of 
scarce means, the institutional pattern envisaged is the price mechanism in a free 
economy. Consequently the use of scarce resources under the aegis of economic 
planning—an institution which has come to stay—cannot lie within the ambit of 
Robbins* definition. There is. therefore, need to redefine economics in the light 
of changes that have taken place since the days of Robbins* definition. As 
Robbins’ himself points out “the definition of economics can be compared to the 
wall of a town which ‘circumscribes an aggregate already in existence’ When 
the aggregate changes—expands—either necessary changes have to be made in 
the position of the old wall (definition) or else a new wall (definition) has to be 
constructed. Since recent developments in economic thinking have caused signifi¬ 
cant changes in the nature of economic problem and institutions, suitable changes 
in the definitions are called for. Instead of defining economics as the study of 
human behaviour as a relationship between ends and scarce means which have 
alternative uses, as Robbins does, we might define it as the study of human 
behaviour as a relationship between the competing ends and the growth in the 
means for meeting these ends. 

4. MEHTA ON THE SCOPE OF ECONOMICS 

Professor J. K. Mehta of Allahabad University agrees broadly with Lionel 
Robbins as regards the latter s definition of the scope of economics but differs 
from him as regards the satisfaction of ends. According to Mehta, human beha¬ 
viour is the result of a state of disequilibrium or unrest of the mind as a result 
of forces which influence it from without. It is the law of the human mind that 
the latter dislikes disequilibrium and, therefore, makes persistent attempts to 
attain the state of equilibrium, for disequilibrium is pain and the removal of it 
is pleasure. Mehta talks of two methods of reaching equilibrium or happiness. 

In the first place, external forces which arc responsible for the state of disequi¬ 
librium can be adjusted or modified to suit the mind. This is the same thing as 
the resources which Robbins talks about. This method of attaining equilibrium 
is, however, necessarily limited in two ways. Firstly, every activity undertaken to 
remove some existing want creates some other new want, as for example, the 
removal of hunger creates the want for rest. The satisfaction of one want, there¬ 
fore, creates another want. Secondly, it is impossible to satisfy all wants at the 
same time—wants are unlimited. Mehta, therefore, concludes that it is not pos¬ 
sible to achieve perfect equilibrium—total absence of pain—by changing the 
environment alone or, which is the same thing, by using resources. 

The second method of reaching equilibrium is to train the mind in such a way 
as not to be ruled or bothered by the environment or to react to external forces. 
This should be done not through repression but through “education of the 
mind”. 

We can now compare Mehta’s position with that of Robbins. Mehta considers 
Robbins’ definition as correct and adequate to the extent that economics becomes 
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a study of human activities of body and mind involving the use of resources for 
the removal of all wants or attainment of equilibrium. Robbins talks of unlimi¬ 
ted ends or wants. In Mehta's terminology, ends arc the same as the desire of the 
mind to reach equilibrium by giving up disequilibrium. Robbins talks of the 
relation between ends and scarce means. Mehta talks of the mind securing equi¬ 
librium. Mehta, however, goes one step ahead of Robbins; he states that the 
mind cannot achieve perfect equilibrium through the satisfaction of wants alone 
and hence an alternative method should be attempted. 

According to Mehta, the real aim of human behaviour should be the reduction 
of wants to the minimum at every moment of time and reaching a ‘ state of 
wantlessness” This is the best alternative to achieve only partial equilibrium. 
The real end of life is to attain happiness which is possible only through elimina¬ 
tion of wants. The object of study of the economist is human wants and he 
studies how through their manipulation the end can be attained. Happiness req¬ 
uires not only the removal but killing, as it were, of all wants. Mehta, there¬ 
fore, defines economics as "the science that studies human behaviour as the effort 
to minimise pain in the long run or, in other words, as an endeavour to guin free¬ 
dom from wants and reach the state of happiness" . 13 This state of wantlessness or 
elimination of all wants, or freedom from wants will have to be achieved by 
man’s control over his body and mind. In Mehta's view, the perfect state of 
equilibrium is the state of Nirvana—a state in which mind is so trained as to be 
completely free from the circle of all wants. Economics, according to Mehta, will 
have to merge with metaphysics, philosophy, and religion. Have not all religions 
at all times asserted that man must have mastery over himself? 

Although Mehta has made a path-breaking approach to the subject matter of 
economics, his approach has its own weaknesses. No sooner we realise that the 
aim of the study of economics is to attain Nirvana— state of wantlessness—we come 
to the inescapable conclusion that follows from such a treatment of the subject 
viz., that the aim of economics is to usher a society where every kind of activity 
is absent for all wants having been completely eliminated there would be no eco¬ 
nomic activity and hence no need for the study of economics and consequently 
there will be no problem of its definition and scope. We can compare such a 
society, in which men have no wants and consequently have no desire to do any 
work, to Tennyson’s Lotus-Eaters. Existence of wants and their recurrence is 
the raison d'etre of all economic activities. Mehta’s view strikes at the roots of 
economics for in a world of Nirvana there is no need for economic activities and 
consequently for economics too. Furthermore, to associate the scope of econo¬ 
mics to the attainment of Nirvana is a sheer idealism impossible of attainment in 
this world. We know that even the most contented people—the sadhus living on 
the mountains away from the impact of sophisticated modern life—have some 
wants—the minimum requirements of food and shelter—which induce them to 
be active in life. Mehta’s view, therefore, runs counter to economic progress 


l *Lectures on Modern Economic Theory (2nd cd.), p. 31 
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METHODS, LAWS AND ASSUMPTIONS OF ECONOMICS 




' * f ' 


I. ECONOMIC MKT HODS 


npHERE was much useless controversy on the question of suitable methods 
which should be used by Economics. Deductive method, inductive method 
and others were popular at some time or the other. 


Deductive Method 


\ 


The classical and neoclassical writers used, in greater or less measure, the 
abstract, deductive, hypothetical or the "a priori" method of inquiry for the ana¬ 
lysis of economic problems. The deductive method deduces conclusions from 
certain fundamental assumptions or axioms established through other methods 
by logical processes of reasoning. We proceed from reasoning to the study of 
facts and verification of conclusions arrived at. This method is known as “hypo- • 
thetical" method because some of the assumptions may not correspond to facts. 
They may, however, be so near to facts that they may be used as premises for 
reasoning and deriving conclusions. The deductive method is called “abstract” 
because the problem is simplified, removing all irrelevant facts 

By and large the controversies regarding the economic methods reflected two 
diametrically opposed schools of thought. While one school regarded political 
economy as an abstract, positive and deductive science the members of the other 
school of thought clung with all the tenacity of their nature to regard economics 
as an ethical, realistic, and inductive study. Surprisingly enough in this whole 
gamut of controversy, the serious student is perplexed at not finding this sharp 
contrast in the actual economic writings of the best economists of either school. 

In discussing the same problems the leading members of both the school of 
thought substantially agreed on the methods employed although on the relative 
importance of the methods used in their writings they diftered substantially and 
these differences were exaggerated while making formal statements about the 
methods. 


In spite of the fact that the classical economists are credited with having deve¬ 
loped the deductive method, Adam Smith, founder of the classical school of 
economists, did not discuss the problem of the correct method of economic 
enquiry. In fact, in his writings he made frequent use of both the methods and 
consequently both the schools of thought claimed him. Smith, it is said “first 
ra.scd political economy to the dignity of a deductive science. But he has also 
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been regarded as the founder of the historical method in political economy”. 1 

This apparent paradox is due to the exceptional ability of Smith which preven¬ 
ted him from siding with excess either on the side of a priori or of a posterori 
reasoning. For Smith the method was meant to serve the economist in the diffi¬ 
cult task of enquiring into the nature and causes of the wealth. He, therefore, 
welcomed every method of enquiry that helped him in his investigations. Al¬ 
though he believed in a ‘natural’ order of events, which could be deduced a priori 
from general considerations, he was nevertheless, in the habit of verifying his 
result by making reference to the actual course of history. One can find many 
illustrations of this tendency in Smith. For instance, while deduction led him to 
enunciate the general tendency of wages to equality, inductive reasoning induced 
him to study the forces that retard or arrest the operation of his tendency. Or 
again in his condemnation of protection on the ground of abstract reasoning he 
produces a variety of examples and arguments in support of his thesis. After 
Adam Smith, among the classical economists one has to go to Malthus in his 
search for support of the inductive reasoning who in the second edition of his 
Essay on Population produced a mass of information gathered from different 
parts of the world in support of his population theory. 

The deductive method of reasoning was perfected in the able hands of Ricardo 
and the later English economists looked on Ricardo rather than Malthus for ins¬ 
piration, particularly with regard to the method of study to be pursued in their 
writings. After Ricardo, Nassau William Senior. J. S. Mill, J. E. Cairnes and 
Walter Bagchot further developed the deductive or abstract method of reasoning. 
Senior’s views regarding the scope and method of economics are contained in his 
book entitled An Outline of the Science of Political Economy where he says: “The 
subject treated by the political economist is not happiness but wealth; his premi¬ 
ses consist of a few general prepositions, the result of observation or conscious¬ 
ness and scarcely requiring proof or even formal statement which almost every 
man, as soon as he hears them, admits as familiar to his thoughts or at least as 
included in his previous knowledge and his inferences are nearly as general and, 
if he has reasoned correctly, as certain as his premises.” This shows that, for 
Senior, economics was a positive science in which the only proper method to be 
employed was deductive reasoning. 

J. S. Mill, Cairnes, Bagehot and other later economists were in broad agree¬ 
ment with regard to the nature of the scope of economics and the method to be 
used. They held that economics was a positive science and the right method to 
employ in the study of economic enquiry was deductive as distinguished from 
inductive or historical method. Political economy, these writers held, was an 
abstract science whose conclusions were based upon few fundamental assump¬ 
tions—for instance, the assumption of homo economicus , “economic man"— 
according to which in all their ‘economic dealings people arc primarily influenced 
by the desire for wealth*. Although in stressing the desire for wealth, the classi¬ 
cal non-economic motives do not influence men in their economic dealings, still 
they were of the view that the influence of such other motives was too weak, too 
irregular and too capricious to be taken note of. Some of these fundamental 
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Methods, Law and Assumptions of Economics 17 


assumptions or postulates which served as the bedrock of their economics were 
neatly stated by Nassau William Senior in his An Outline of the Science of Poli¬ 
tical Economy (1836) as follows: 

(1) “Thai every man desires to obtain additional wealth with as little sacrifice 
as possible.** 

(2) “That the population of the world, or in other words, the number of 
persons inhabiting it. is limited only by moral or physical evil or by fear 
of a deficiency of those articles of wealth which the habits of the indivi¬ 
duals of each class of its inhabitant lead them to require." 

(3) “That the powers of labour and of the other instruments which produce 
wealth, may be indefinitely increased by using their products as the means 
of further production.” 

(4) “That, agricultural skill remaining the same, additional Labour employed 
on the land within a given district produces in general a less proportionate 
return, or, in other words, that though, with every increase of the labour 
bestowed, the aggregate return is increased, the increase of the return is 
not in proportion to the increase of the labour." 

The use of the deductive method in economics is not without its advantages. 
Economic phenomena are complex and often the cause and effect are so much 
mtertwined with each other that it is difficult to separate the two. A study of a 
complex phenomenon as a whole may not bring out the general relationship bet¬ 
ween one set of facts and another. The deductive method is apparently more fruit¬ 
ful in analysing the economic phenomena. Secondly, the deductive method leads 


to exactness in generalisation, provided the axioms or assumptions from which 
the deductive reasoning proceeds are true. Praising the deductive method, Cairncs 
stated that “the method of deduction is incomparably, when constructed under 
proper che ks, the most powerful instrument of discovery ever wielded by human 
intelligence.” Thirdly, deduction is simple since it avoids the botheration of col¬ 
lecting statistics, which is a complicated affair. Ricardo and his followers deve¬ 
loped pure economics based entirely on abstract reasoning. Lastly, as economics 
deals with social behaviour with which accurate experiments are not possible, 
and as histoiical data are either unavailable or inadequate, deduction seems to be 
of great assistance in the study of complex economic phenomena. 

The abstract or deductive method, however, was bitterly criticised by German 
historical economists. The German writers argued that the classical economists 
proceeded in the opposite way to that required for scientific inquiry. They started 
with assumptions about which they knew little or nothing. As a matter of fact 
what they should have done was to conduct a realistic study of actual pheno¬ 
mena in an attempt to discover what the fundamentals really were The classical 
assumptions forming the basis of deduction or conclusions were, it is now unani¬ 
mously agreed, far removed from the facts of life. The classicists built the whole 

£ i r“°” C V h ' 0ry l . ab$en ; mmdedl y basis of unrealistic assump¬ 
tions. In the opinion of Professor Gide. -.he mistake of the classical school dfd 

not consist in too frequent use of the abstract method but in having too often 
mistaken the abstraction for the reality-. Even where a definite fact is used Is a 
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ned by such reasoning cannot be applied at another place and time where the 
premise does not hold good. 

Besides, it is difficult to test results obtained in economic science through 
deductive reasoning. At times, the problems are so complex that confirmation is 
almost impossible. It is pointed out that the deductive reasoning is extremely 
useful in mathematics, particularly in geometry; but what is useful and fruitful in 
geometry cannot be applied in economics. According to Nicholson, “the great 
danger of the deductive method lies in the natural aversion to the labour of 
verification”. 

Mathematical Method 

The abstract or deductive method may be classified into two types—mathema¬ 
tical and non-mathcmatical. The non-mathematical deductive method was used by 
the classical and neo classical economists. This method used only verbal expres¬ 
sions and not mathematical symbols. In the 19th century, Edgeworth was proba¬ 
bly the only writer who used mathematics to a considerable extent in the study 
of economic problems. But now a days diagrammatical and mathematical 
methods occupy an important place in economic discussions. Besides, more ela¬ 
borate and higher mathematics is being employed these days for building growth 
models and linear programming. In France and Italy, the mathematical method 
was received with such enthusiasm that it became the chief instrument of scienti¬ 
fic development. 

Edgeworth (1845-1926), to whom all the present mathematical craze in econo¬ 
mics is predominantly due, was passionately fond of mathematical abstractions 
and considered them as an end by themselves and not as a means towards a 
better understanding of practical economic affairs.* Emphasising the use of 
mathematics in economics, Heinrich von Stackclberg writes that, “wherever quan¬ 
titative analysis is necessary, then mathematics is employed.for the latter is 

only another name for quantitative analysis.All that mathematics can do is 

to produce precise thinking even about imprecise data.” Stigler also expresses the 
usefulness of mathematics in economics by stating that mathematics ‘‘can exhaust 
the implications of known quantitative relationships and it can often wring much 
information from only generally defined relationships. Mathematics is indeed the 
queen of sciences... Without mathematics one can give only an intuitive proof of 
complicated relationships, such as those expressed by Euler's theorem, Slutsky's 
equation, the theory of general equilibrium and certain theorems in the theory 
of games”. 

Under this method, every economic problem is reduced to a series of mathe¬ 
matical symbols and algebra and calculus of the most complicated variety are 
used to derive certain conclusions. Sometimes these symbols, the processes of 
reasoning and the conclusions arc translated into non-mathematical language 
for the comprehension of layman and for those to whom mathematics means 
nothing. The extensive use of the mathematical method has. however, led to the 
popular saying: “Economics is nothing else but commonsensc made more 
dilficult.” 

^Antoine Augustine Cournot, one of the greater mathematical economists wrote, “I have 
put aside questions to which mathematical analysis cannot be applied.” 
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The advantages of the mathematical method may be summarised here. In the 
first place, it necessarily leads to good economic theory Secondly, mathematical 
exposition has an inherent clarity which is absent when the treatment of the 
problem is made in a non-mathematical style. The use of mathematics imparts 
laconic brevity to the discussion of complex economic phenomenon. For instance, 

P ... 

the price elasticity of demand formula o — — •expresses in a single line 

and with greater clarity what could not be explained in the non-mathcmatical 
language in a paragraph. Thirdly, in certain types of analysis, such as the theory 
of general equilibrium, macroeconomic and dynamic models, etc., mathemati¬ 
cal method is indispensable. Lastly, the topics involving complicated formal 
reasoning are so numerous and important and pervasive in economics that 
mathematics is virtually indispensable and should, therefore, form a part of every 
competent economist's kit. 

It is interesting here to note the ideas of Alfred Marshall on the use of the 
mathematical method in economic analysis. Marshall, himself a first class mathe¬ 
matician, opposed too frequent and avoidable use of mathematics. Marshall 
was clear in his mind that the use of mathematics in economics could prove 
helpful for the economist in understanding a complex economic phenomenon, 
but the economist should not be overpowered by the mathematician in him. 
Marshall knew that, ’“the most helpful applications of mathematics to economics 
are short and simple which employ few symbols and which aim at throwing a 
bright light on some small part of the great economic movement rather than as 
representing its endless complexities". His advice on the use of the mathematical 
method was characteristic. He said that mathematical formulae should be used 
as an abbreviated language and not as a means of research and that they should 
be translated into ordinary language as soon as the expected results and con¬ 
clusions were derived. Marshall believed that there was nothing which could 
not be described in ordinary language. "We owe several valuable suggestions to 
the many investigations in which skilled mathematicians, English and Continen¬ 
tal, have applied their favourite method to the treatment of economic problems. 
But all that has been important in their reasonings and results has. with scarcely 
an exception, been capable of being described ift ordinary language.*’ Marshall 
also wrote: "The chief use of pure mathematics in economic questions seems to 
be , n helping a person to write down quickly, shortly and exactly, some of his 
thoughts for his own use: and to make sure that he has enough, and only enough, 
premises for his conclusions (i. e.. that his equations are neither more nor less 
n number than his unknowns). But when a great many symbols have to be 
used, they become very laborious to any one but the writer himself 

ba2d >JeCt, ° nS '°M he Tn° f maIhema,ical me,h ° d in economics were 
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toys". Thirdly, Marshall believed that mathematical treatment of economic 
problems would tend to focus attention on mechanical rather than on biological 
analogies in which the organic forces of life, decay and death were more domi¬ 
nant. "The Mecca of the economist lies in economic biology rather than in 
economics."* Consequently in his Principles we find that Marshall has confined 
the use of mathematics only to footnotes and appendices which the average 
uninitiated reader could skip over without being cut off from the main current 
of the discussion in the book. 

The craze for too much use of mathematics on the part of economists in the 
analysis of complex economic problems is never free from the risk of misinter¬ 
pretation for mathematics, dealing as it does with equality equations, fails to 
focus sufficient attention on the cause-effect relationship subsisting between 
those economic variables which constitute the mathematical equations. For 
instance, for a mathematician there is hardly any difference between the 
equations S—/ or S=7 because for him both indicate the equality between saving 
and investment. For an economist, however, the two equations carry two diffe¬ 
rent meanings and represent two different approaches to economic analysis. The 
equation l=S which says that investment is equal to saving represents the clas¬ 
sical approach because investment is saving-determined. On the other hand, 
the equation S=I which says that saving is equal to investment is a Keynesian 
approach because here saving is investment-determined. The two equations 
indicate two different processes of adjustment. 

However, despite Marshall's criticism and objections, the use of the mathematical 
method has been increasing in importance in modern economic analysis and in 
Anglo-Saxon countries, renowned economists including A. C. Pigou, J. M. 
Keynes, J. R. Hicks and others—many of them students of Marshall himself— 
have been some of the best-known exponents of this method. 

Inductive Method 

The inductive method was chiefly developed as a reaction against the emphasis 
that was given to the abstract or deductive method by earlier economists, espe¬ 
cially rn England. This reaction, which was very strong in Germany, took the 
form of a school—the German historical school—the members of which were 
very vocal in their denunciation of the abstract method of economic reasoning. 
The names of Schmoller, Knies, Hildebrand, Roscher are associated with this 
new school. 

While the deductive method implies the logical derivation of principles and 
conclusions from given maxims aod axioms, the inductive method-also known 
as the historical method—is based on prior examination of facts. The concrete, 
realistic, historical, or inductive method starts with facts or collected data and on 
their basis attempts at a generalisation. Those writers who advocated this 
method—the German historical school of economists—believed that the national 
economy of every country, the nature, amount, distribution and consumption of 
wealth was the result of a long evolution and it was best studied by reference to 
the history and the general laws of society and social evolution. Knies, for 
instance, conceived of political economy as being based upon the ideas of econo- 

•»Op. clt.. Preface to the Eighth Edition, p. XU. 
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mic evolution and the relativity of economic theories and his ultimate objective 
was to make economics “a doctrine of the laws of the economic development of 
nations.” Hence these writers first collected material through the study of history 
or of contemporary events, and then proceeded to form generalisations from a 
number of particular cases. 'V’lile the deductive method involves reasoning from 
the general to the particular, the inductive method implies generalisation from 
the particular to the general. The inductive method claims to be ‘•realistic” be¬ 
cause it describes things as they really are; it claims to be “concrete” because it 
deals with the subject, as it is, as a whole, and avoids artificial divisions. 

Inductive method of reasoning has many advantages. The exponents of this 
method have done much to check and verify the conclusions of the old “deductive” 
economists; to bring to light deficiencies in their treatment and to amplify their 
conclusions. They have traced the history of economic ideas and institutions. 


Thev have led directly to some broad generalisations regarding economic problems. 
The chief merit of this method is, however, to show the complexity of economic 
phenomena and the impossibility of deriving conclusions and principles which 
would have universal application irrespective of place and time; rather it 
emphasises the fact that any generalisation will have validity only under certain 
conditions, in certain place and at a particular period of time. The inductive 
method stresses the importance of relativity. An economic generalisation, which 
is the result of a particular historical situation and which holds at a particular 
time can never be equated to an absolute truth which holds everywhere and at all 
times. For instance, the generalisation that free trade was to the advantage of 
England in the 19th century cannot be developed into an absolute generalisation 
which can be applied to the case of any country and at any time; there is need 
to study the actual circumstance of the country concerned and of modifying the 
generalisation in the light of experience gained. 

But the inductive method has some weaknesses also. In the absence of a 
hypothesis-by hypothes.s is implied a working explanation to direct the 
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“Though economic analysis and general reasoning are of wide application, yet 
every age and every country has its own problems; and every change in social 
condition is likely to require a new development of economic doctrines.” 5 

We can conclude by pointing out that the deductive and inductive methods 
seem to be really complementary rather than rival methods. Different subjects 
lend themselves to different methods of study. The deductive method seems 
most suited to matters of pure theory and inductive method to the practical 
applications of economics. Moreover, which one of the two methods will be 
used will depend partly upon the stage of development which economics has 
reached. In the earlier stages of modern economic enquiry abstract or deductive 
method played the bigger part. Later the inductive method was successfully used 
by the historical writers in Germany as well as in England. But throughout there 
were many writers like Adam Smith, Malthus and J. S. Mill, who used both 
the methods of economic reasoning. The reconciliation between the two methods 
was first attempted by J. S. Mill through his “concrete deductive method” and 
was fully achieved by Marshall who observed that “induction and deduction are 
both needed for scientific thought as the left and right foot are both needed for 
walking.*’ Adolf Wagner, a leading member of the moderate wing of the 
historical school, also realised that “the true solution of the contest about 
method is not to be found in the selection of deduction or induction, but in the 
acceptance of deduction and induction. Each must be employed in the cases 
where it is specially adapted to the particular nature of the problem to be solved, 
and, as far as possible—for it is not always posible—there must be a combina¬ 
tion of both, although in concrete cases one or the other will take prccedence. ,, 
Today both the methods are used in the study of economic problems and the 
old controversy has now been set at rest. 

2. ECONOMIC LAWS AND GENERALISATIONS 

We have described the different methods used by the economists in the study of 
economic phenomena. The aim of economics, like all other sciences, is to obtain 
generalisations or laws, which would help us to understand the past and offer trust¬ 
worthy guidance for the future. The task of a scientist is the discovery of laws. 
Every science uses terras such as hypothesis, theory and laws. We have a tentative 
hypothesis when it attempts to explain a group of facts. If the hypothesis can 
explain new facts and is not contradicted by new discoveries, it may be promo¬ 
ted to the rank of a theory. If a theory continues to stand the test of time and 
experience, a law may be formulated. Every science attempts at obtaining laws 
which would stand the test of time. A science progresses by increasing the num¬ 
ber and exactness of its laws. It should submit its laws to tests of ever increas¬ 
ing severity and should attempt to enlarge their scope till a single broad law can 
cover the entire field of that science. 

A law in the context of any science—law has a different meaning when it is 
used in the sense of a government statute or a customary law—is a statement 
of a causal relationship between two sets of phenomena, one as cause and the 
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other as effect. Marshall defined a scentific law as “a general proposition or 
statement of tendencies, more or less certain, more or less definite". 6 Every 
cause has a tendency to produce some definite result, if nothing happens to 
prevent it. Things fall on the ground as a result of the pull of the gravity, if 
nothing interferes to prevent them f rom falling. Economic laws represent certain 
economic tendencies or principles expressing what is likely to happen, other 
things being equal. For instance, the law of market demand tells us that, ceteris 
paribus , consumers increase their purchases of the commodity when its price falls 
and vice versa. Defining the economic l..w Marshall wrote: "A law of social 
science, or a Social Law , is a statement of social tendencies; that is, a statement 
that a certain course of action may be expected under certain conditions from 
members of a social group. Economic laws , or statements of economic tenden¬ 
cies, arc those social laws which relate to branches of conduct in which the 
strength of the motives chiefly concerned can be measured b> a money price." 7 

We should note here two things as regards the nature of economic laws. In the 
first place, they are concerned with the relations of men in their dealings with 
wealth or economic goods. In other words, economic laws deal with human 
tendencies observed in the market place as purchasers and sellers. Marshall has 
explained this by referring to economic tendencies "which relate to branches of 
conduct in which the strength of the motives chiefly concerned can be measured 
by a money price". Secondly, economic laws describe usual action of individuals 
although men cannot always be relied upon to act in the ways suggested. The 
phrase "other things being equal" indicates the limitations within which many, 
if not all, economic laws operate. Human nature is variable and at times inconsis¬ 


tent; hence economics can predict what men usually will do, but not with certainty 
what they actually will do. 

Natural sciences usually claim to be able to lay down laws as precise as the 
propositions of Euclid. The law of gravitation is an exact statement and it is 
used for many mathematical calculations regarding stars and other celestial 
bodies. There are no economic laws which arc as accurate, precise and of univer¬ 
sal validity as the law of gravitation. The laws of economics arc hypothetical or 
conditional in the sense that the relationship between cause and effect is subject 
to the condition that other things are equal. But as Marshall has pointed out, 
every scientific law will always contain certain conditions or the proviso "other 
mgs being equal". Where does then the difference between the physical and 
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prevented or modified by the vagaries of human nature. Nature, on the other 
hand, is dumb and mute and will reproduce itself every time everywhere. 
Further, many economic laws are subject to the influence of a variety of multipli¬ 
city of causes. Economic activities partaking the nature of economic phenomena 
depend upon the totality of forces. Every economic phenomenon may be subject 
to many laws, and not to only one law. Take, for example, the price of a com¬ 
modity or service. It depends upon two different laws—the law of demand and 
the law of supply—and each acts in a different manner. Suppose the demand 
for a commodity increases, we may be tempted to conclude that its price will 
rise. But this may or may not happen depending upon the behaviour of supply. 
The price may go up if the supply remains the same; if the supply contracts, the 
rise in price may be far more than anticipated on the basis of increase in demand. 
If, on the other hand, the supply also increases pari passu with the increase in 
demand then the entire increase in demand would be neutralised and price will 
not increase at all; it may rather well be that the price might fall if the increase 
in supply more than cancels the increase in demand. Thus the influence of one 
tendency may be counteracted by another more powerful one. Although such a 
multiplicity of causes may also be found at work in the physical sciences, it is 
comparatively easy to isolate causes and study effects in physical sciences. 

Marshall pointed out a special difficulty in economics, viz., that time must be 
allowed for causes to produce their effects. But when time is allowed, the 
material on which they work and perhaps the causes themselves may have 
changed. Either the anticipated effect may not come into existence at all or may 
appear only partially. 

We can institute a comparison here between physical, biological and economic 
laws. Physical laws, as we have pointed out earlier, arc claimed to be precise, 
final and universal. Biological laws are much less certain in their result than 
the physical laws. In biological sciences, causes act less clearly, effets are more 
intricate and complex; isolation of causes is difficult; experiment play6 a smaller 
part and confirmation of result may be, therefore, difficult; consequently great 
fundamental laws arc elusive or apparently absent. Hence, in these sciences, 
successes are usually less startling than the great physical discoveries and progress 
is apparently much less rapid. Economics is thus more allied to biology than to 
physics, and economic laws resemble the biological laws rather than the physical 
laws. This is mainly because economics and biology deal with life and not with 
the inert matter. But in one respect economics is even in a worse position than 
biology in that the use of experiment is almost impossible. 

Economists of (he historical school did not believe that economic generalisa¬ 
tions could have universal validity and in their opinion these were necessarily 
incomplete abstractions. They denied absolute truth for general economic laws. 
They recognised only national economics holding that every age and every 
country had its own peculiar problems. Hence economic laws and generalisa¬ 
tions were relative to a particular time, place, and situation and consequently 
could have only limited application. Marshall has correctly stated that “the 
laws of economics are to be compared with the laws of the tides rather than 
with the simple and exact law of gravitation.*' 6 Some writers have gone to the 


8 Ibid., p. 26. 
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extent of stating that since economics cannot lay down definite laws of universal 
application it is no science at all. There are some who believe that economics 
should never attempt at making generalisations. All these criticisms are, however, 
unwarranted. Marshall wanted economists to form some notions of the tenden¬ 
cies of human action and “for turning to account the experience, that has been 
reaped by the more advanced physical sciences; and for framing as best we can 
well thought-out estimates, or provisional laws, of the tendencies of human 
action".• 

To conclude, economics aspires for a place in the group of sciences which 
claim to be precise, final and universal. It is true that economic laws arc seldom 
exact and are never final. But we are all the time working to make them more 
exact and thus to enlarge the range of matters on which the individual student 
may speak with the authority of his science- The economist is always busy in 
rendering economic laws more exact and comparable to physical laws. Marshall 
in this connection aptly observes that "Just as the chemist's fine balance has 
made chemistry more exact than most other physical sciences; so this economist’s 
balance, rough and imperfect as it is, has made economics more exact than 
any oth^r branch of social science ." 10 


3. ASSUMPTIONS OF ECONOMICS 


There has always been a search for some "fundamental assumption", some basic 
economic principle about human conduct from which most of economics can 
ultimately be deduced. This assumption has been framed in different ways at 
different times and has been called by different names. This fundamental 
assumption which has been called the maximisation principle in recent years 
says that every rational person attempts to maximise his total satisfaction 


or gain. 

But who is a rational person? What is rationality of human conduct? A 
rational being is one who knows his interest; he will try to select those courses 
of action which seem to him to promise the greatest amount of satisfaction or 
the least amount of dissatisfaction. This "rational" consumer was the "economic 
man” of the classical economists. 

We shall illustrate how this "maximisation" assumption has been expressed 
by writers since the time of Adam Smith. Ricardo, in a classic passage, expres¬ 
ses the Benthamite doctrine of maximum satisfaction as follows* "Whilst every 
man is free to employ his capital where he pleases, he will naturally seek for it 
that employment which is most advantageous: he will naturally be dissatisfied 
with a profit of 10%, if by removing his capital, he can obtain a pfofit of 15% "n 
While speaking about the maximisation assumption, J. S. Mill said that '"man 
is a being who is determined by the necessity of his nature to prefer a greater 

portion of wealth to a smaller in all cases.•*.** Lastly we rite a 

authority, viz., Mrs. Joan Robinson who writes: "The fundamental assumption 


•Ibid., p. 27. 

10 Ibid., p. 12. 
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of economic analysis is that every individual acts in a sensible manner and it is 

sensible for the individual to balance marginal cost and marginal gain. 

sensible conduct leads to the maximisation of money gains .’* 13 
It is clear from the examples cited above that economists have always assumed 
a certain kind of conduct, a certain type of behaviour on the part of all human 
beings. The assumption in economics goes by the name of maximisation princi¬ 
ple. Every consumer aims at maximising his total utility or satisfaction from 
the given income at his disposal; and likewise every producer aims at maximising 
his total profits. Similarly every input-owner endeavours to sell his services at 
the best price. Rational behaviour implies that every person attempts to secure 
maximum benefit with the minimum of effort. The ‘maximisation of utility or 
profit* assumption leads to certain assumed behaviour on the part of economic 
units. 

The assumption of maximisation of satisfaction or returns is based on a 
further assumption of perfect knowledge. Every rational or sensible consumer is 
assumed to know how best he can maximise his returns. He knows for certain 
what will happen; in other words, he has perfect foresight. The assumption of 
rationality does not mean that individuals should necessarily be educated or 
intelligent. Nor does the concept have any moral or ethical implication. All 
that the term implies in economics is that a rational individual will attempt to 
choose, out of a wide range of alternatives, that particular alternative or course 
which will result in maximum satisfaction for him. 

There arc two factors which influence profoundly the rationality of individuals 
and their attempt to maximise their satisfactions. These factors are habits and 
customs of individuals and society. It is easy for an individual to become accus¬ 
tomed to any commodity. He becomes habituated to the use of that commodity 
and it is difficult to change his habit. In many cases, it may happen that 
although the original reason for which the individual liked it might have been 
no more in existence; but still the consumer's habit may be so strong as to make 
him continue to desire it. The purpose of all modern advertisements is to create 
or destroy certain habits of consumers. 

Similarly custom, .which may be regarded as the equivalent of social habit, 
also tends to influence, guide and modify economic behaviour of individuals. 
Although a person may like to choose this or that profession according to his 
ability and inclination but he may not be able to do so because of the constraints 
placed on him by the caste system. Social custom in India ordains every indivi* 
dual to take to the profession indicated by his caste and may, therefore, prevent 
a person from following a course of rational conduct which he may like to 
follow. Although he may try to revolt against an obnoxious social custom, or 
even may attempt to get it removed, nevertheless so long as that custom 
continues to exist, it is a source of limitation on the rational behaviour of the 
individual. 

Another assumption we make in economics is regarding the “average man’’ 
and we study and analyse the rational economic calculations of the average man. 
For example, when we estimate the market demand for a commodity we take a 
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representative individual’s demand for the commodity and multiply it by the 
number of persons in the market, by assuming that differences between indivi¬ 
duals as regards incomes, tastes, fashions, customs and habits are cancelled out. 
It is true that economic laws ba>cd on rational conduct of the average individual 
will not, without modification, explain fully the economic conduct of any one 
person. But we assume that rational actions of an average individual explain 
the economic motives and actions of a group of persons. 

Yet another assumption in economics is that of equilibrium. By equilibrium 
we mean a position of rest, a position of no change, a position of maximum 
happiness or gain. A consumer is said to be in equilibrium when he secures 
maximum satisfaction with his limited income. He attains this by spending his 
income upon different items of expenditure in such a manner that the satisfaction 
received from the marginal money unit spent in each use is equal. A producer 
is said to be in equilibrium when he hits upon that price-output combination 
which maximises his total net revenue. We start with the assumption that the 
economy—the groups and the individuals—is either in a state of equilibrium or 
displays tendency to reach equilibrium. 


The careful student will have noted by this time that the three assumptions wc 
have discussed are indeed interrelated. It is the rational behaviour of the average 
individual which is taken out and emphasised in all the above three cases 

In common with all the sciences, economic generalisations arc always expressed 
with the assumption “other things beings equal”. This assumption points out 
the limitation and obstacles in the way of any economic generalisation. To take 
an example according to the law of demand, larger quantity of a commodity or 
service will be demanded, at a lower price, other things being equal. But over a 

^ W .'! h rC [ Crcncc t0 an > one commodity, this may not apply because 

the other things such as consumer’s income, tastes, prices of substitute and 
complementary goods etc., may not remain the same. The other things being 
tqua\-cctens assumption is to be found in all generalisations showing 

causal relationship, both in social and physical sciences 8 
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E CONOMISTS have divided economic analysis into two branches, viz., micro¬ 
economic or partial analysis and macroeconomic or aggregative analysis- 
Microeconomics studies particular individuals, households, firms, industries or 
prices of different goods and services. In other words, microeconomics is con¬ 
cerned with the ‘elements’ of economic activity, the firm and the consumer. Its 
goal is to study , given the level of aggregate output in the economy, how resources 
(inputs) are allocated between different individual outputs; how the prices of 
individual goods are determined: and how the total production—output—is 
shared among those who participate in the total production. It tells us that the 
maximisation of material welfare involves the problem of the most efficient use 
of the existing inputs. It refers to the study of economic motives and behaviour 
of individual consumers and producers and the principles involved in organising 
and operating the individual firms or industries. 

Macroeconomics, on the other hand, is the study of the economy as a whole ; 
of the aggregate national income; of the total consumption and demand; of 
total saving, investment and employment in the system. It deals with the great 
aggregates and averages of the system rather than with particular parts of it and 
attempts to define these aggregates in a useful manner and to examine how they 
are related and determined. It studies the behaviour of the aggregate price level. 
Dooms and slumps which cause economic instability in the economy form the 
subject-matter of macroeconomic analysis. 

Microeconomics studies the manner in which prices of the individual com¬ 
modities and services are determined. Macroeconomics, on the other hand, is 
the study of the manner in which the total employment, output, saving and 
investment in the economy as a whole are determined. It enables us to see how 
total employment and output vary from time to time. Microeconomics, on the 
other hand, tells us how and in what manner the price of a commodity, say 
cloth, its production and consumption fluctuate. In a way. it can be said that 
while microeconomics explains the movements of individual sectors of the 
economy, macroeconomics concerns itself with the movements of the entire 
economy. It studies the character of the economy, independently of the economic 
units which compose it. A study of the causes of fall in the price of, say, wheat is a 
fit subject for the study of microeconomics while an analysis of the general 
depression like the one witnessed in the ‘thirties’ or of the hyperinflation witness¬ 
ed in the ‘twenties’ or in ‘sixties* of the present century belongs to the realm of 

macroeconomics. 
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In short, macroeconomics is concerned with the study of economy-wide varia¬ 
bles like the aggregate output, investment and consumption of an economy, with 
the extent to which economy’s inputs arc employed, with the si/c of national 
income and with the general price level. Microeconomics, on the other hand, 
studies the composition of the total output as being contributed by individual 
firms, industries and products; the allocation of resources between the different 
rival uses. It studies the problem of distribution of income and determination of 
the relative prices of commodities and services in the economy 

1. DISTINCTION IN HISTORY OF ECONOMIC THOUGHT 


The mercantilists, who were the early pioneers in economic thinking and who 
were concerned with the functioning of the whole economy, advocated use of 
government policies for the promotion of growth and prosperity through opti¬ 
mum employment of economy’s total resources. Historically, therefore, economics 
was macroeconomics dealing with the large aggregates concerning the system as 
a whole and not with any particular segment of the cconomv. Mercantilists 
made a contribution to statecraft, which is concerned with economic system as 


a whole and securing the optimum employment of the system's entire resources.” 1 
After mercantilists, the physiocrats, whose economic philosophy flourished in 
France for about two decades beginning from 1758 looked at the economy as a 
whole and analysed the circular flow of wealth. Quesnay's Tableau Economiquc 
(1758), which for his disciples was one of the three greatest, inventions in the 
history of all science, represented the first systematic attempt at national income 
analysis. 

Although microeconomics owed its systematic origin to Adam Smith. . part 
of the classical economic literature was a mixture of micro and macro economic 
theories. Adam Smith and his disciples assumed full employment and aggregate 
output as given and believed in the “invisible hand” which managed the whole 
economic system. On the basis of their theory of “self-interest”, the classicists 
explained how various factors were combined; how particular goods were pro¬ 
duced; and how the value of the final product was determined and later distri¬ 
buted between different factors of production^ But Malthus among the classicists 
and Marx among the later writers did not agree with the classical thesis of the 
self-adjusting economy based on self-interest, and harmony of class interests They 
also denied the existence of the ‘invisible hand* which would bring about the 
smooth functioning of the economy. Malthus refuted Say’s Law of Markets bv 
forcefully arguing that Smithian virtue of parsimony would, when pushed ,o 
excess, destroy the motive to production- and would consequently result in 
stagnatton of capital and subsequent stagnation in the demand for labour’ By 
quest.ornng successfully the reliability of the -.nvisible hand’ he laid the founda¬ 
tions of the theory of the behaviour of the economy as a whole. Malthus can be 
considered as the founder of modern macroeconomic analysis for he was the first 
to point out that the aggregate demand might prove insufficient to absorb the 
total production. Malthus’s theory of market glut based upon the fact of under- 


■I. M. Keynes. The General Theory 0 /Employment. Interest and Money. 
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consumption is forerunner of Keynes* General Theory. The upshot of the matter 
is that although most of the contents of the orthodox economic theory consisted 
of microeconomics—the theory of value, the theory of the firm and industry- 
even so the trade cycle theory and the quantity theory of money which belong to 
macroeconomics have been discussed in the preclassical and classical economic 
literature Later, Marx dealt with prooiems of the whole economic system and 
built a picture of economic life and relationships as a whole. 

The neoclassical economist were predominantly interested in microeconomic 
analysis and, therefore, they neglected the macroeconomic elements of the earlier 
writers and also of the writings of Malthus. Sismondi and Marx. Microeconomic 
analysis culminated with Marshall who in Book V of his Principles made the 
small industry his chief interest. Although at times stray attempts were made to 
develop macroeconomic analysis some neoclassical economists—for instance, 
Knut Wicksell talked of a social or aggregate production function-but they 
were not successful. In fact, so long as the economic system was functioning 
progressively and smoothly economists took the economy as a whole for granted, 
and studied problems of the determination of individual prices and quantities 
rather than the determination of general price level output and employment. 

The development of macroeconomic analysis started in the ‘thirties* of this 
century with the onset of the Great Depression when the free economy failed to 
function smoothly. Keynes pointed out that a full employment aggregate output 
brought into existence and maintained by the individual self-interest could not 
exist under all circumstances. Hence he studied the forces on which output and 
employment depended. Keynes did not say that microeconomic analysis was 
wrong or objectionable; he only pointed out the basic weaknesses of its assump¬ 
tions. Once a full employment economy was realised microeconomic analysis 
would hold good. Besides Keynes. French economist Leon Walras. Swedish 
economist Knut Wicksell and American economist Irving Fisher were some of 


the prominent writers who contributed to the development of macroeconomic 
analysis. 

How was it that the aggregative approach in economic methodology did not 
develop in the nineteenth century in spite of the fact that Malthus, Sismondi and 
Marx had made some headway in the direction. Why was microeconomic analy¬ 
sis the rule and aggregative thinking in economics an exception throughout the 
nineteenth century? Why did the trend in favour of aggregative thinking develop 
only in the ‘thirties’ of present century? Professor Hansen attributes the pre¬ 
valence of the microeconomic trend of the nineteenth century to ‘the old indivi¬ 
dualistic pattern of work and living*. To this view one might, however, offer, a 
formidable challenge by saying that even after the individualistic modes of living 
and work had disappeared beyond doubt toward the third quarter of the 
nineteenth century, economists persisted in their individualistic approach. Apart 
from intellectual inertia on the part of the economists of the nineteenth century, 
the reason for this neglect appears to rest in the fact that apart from minor 
crises the nineteenth century was relatively free from the serious problems of 
mass unemployment, the Great Depression of the -thirties- and postwar hyper¬ 
inflations. The hyperinflation after the firs. World War and the Great 
Depression of the -thirties’ by exposing the fallacy of the self-adjusting- nature 
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of the economic system were the chief contributing factors to the development 
of macroeconomic thinking in economics. 

Sources of Macroeconomic Analysis 

We have already pointed out that the roots of macroeconomic analysis were 
to be found in writings of earlier writers, even though it came to the fore only 
with the Great Depression and the publication of Keynes’ General Theory of 
Employment , Interest and Money in 1936. There were four main sources from 
which modern macroeconomic thinking originated: 

(a) The concept of the “circular flow” of payments through the economy, 
which was one of the leading concepts of the Physiocrats and which was 
later developed by writers like Leon Walras. Bohm Bawcrk and Joseph 
Schumpeter, formed the starting point for much of macroeconomic 
analysis. 

(b) The concept of “national dividend" or national income, first clearly 
propounded by Marshall and later developed by Pigou in his book The 
Economics of Welfare and Fisher in his book The Mature of Capital and 
Income also led to the development of modern macroeconomic analysis. 

(c) The income approach to the value of money was responsible for the 
development of such concepts as aggregate effective demand and supply 
and their components, viz., aggregate consumption, saving and invest¬ 
ment. 

(d) The analysis of the trade cycle became the leading source and contributor 
to further development of macroeconomic analysis. 

The immediate circumstance, however, which led finally to the rapid develop¬ 
ment of aggregative economic thinking and to the birth of Keynes’ Generai 
Theory, as already pointed out, was the Great Depression of the ‘thirties’ and 
the mass unemployment which accompanied it. 


2. INTERDEPENDENCE OF MICRO AND MACRO ANALYSES 


One may get the impression that the two analyses are separate, different and 
unconnected with each other. In fact, neither approach is complete without the 
other, although economists might emphasise one or the other of the analyses 
according to their convenience, depending upon the nature of the problem under 
study. The interdependence of the two approaches can be explained with the 
help of a few examples. 


How much should a firm pay for the services of labour? This, as we know 
.s a problem of m.croeconomic analysis since it relates to a single firm. Th. 
Pa ' d by one firr " arc ’ however, related to and depend upon the wages pai< 
J ^" firmS H m ,he l r lny - 1D faCI ' ° f lab ° u r which a firm will hav, 

unon ,h, H P ", r , ° nly upon ,he dema "d for labour in .his firm bu. als< 
unon he d ema "a f a u 0Ur “ ,he indus,ry w Which ,he firm belongs as alsc 
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some way or the other, directly or indirectly, upon the prices, wages and 
incomes of all other products, of all workers and of all individuals in the 
community. Thus it will be clear that every microeconomic problem involves 
macroeconomic analysis too for its proper understanding. 

The importance of macroeconomic analysis in the solution of microeconomic 
problems was ably stressed by Cournot who realised that “for a complete and 
rigorous solution of the problems relative to some parts of the economic system, 
it was indispensable to take the entire system into consideration.”- The same 
point was stressed by Leon Walras through his general equilibrium system where 
the analysis of. price determination of any one good also involved of necessity 
an analysis of the prices of all other goods in the economy. In other words, 
Walras stressed the phenomenon of interdependence between different parts of 
the economy. 

Just as the study of microeconomic problems involves study of macroeconomic 
problems, similarly the macroeconomic analysis is impossible without the help 
of microeconomic theory. Society or community as such does not exist. Society 
is the sum total of those individuals who constitute it. Just as individuals 
collectively make a community, many firms constitute an industry, and many 
industries collectively make an economy. We cannot, therefore, get the correct 
idea of the working of the economic system except through the knowledge about 
individuals, households, firms and industries that make the system. To take a 
few examples, the total production of each individual firm makes up the output 
of the entire economy. The total of individual incomes is known as the national 
income. The level of economic activity, the size of consumption, saving and 
investment in the community, the condition of national income and employment, 
etc. arc all results of innumerable decisions of countless individuals and Grms. 
It is obvious that these decisions need not all be of the same nature. Some 
people decide one way while others decide in another way. Some are optimistic 
and may anticipate favourable price trends and may take decisions for the future 
accordingly. Others may be pessimistic and may anticipate falling price trends. 
Again, demand for some products may increase enabling industries which pro¬ 
duce them to flourish; while the demand for some other products may decline 
for various reasons forcing capital and labour employed to get out of these 
industries. The conclusion which follows from this discussion is that wc 
cannot understand the working of an economy unless we study the principles 
and the motives which govern the behaviour of a large number of individuals, 
households and firms. Macroeconomic analysis thus necessarily inculdcs micro- 
economic analysis. Really speaking, it is not possible to draw any clear-cut line 
between macroeconomic and microeconomic analyses. In fact, a truly ‘general’ 
theory of the economic system would not be possible without embracing both. 

But in spite of close interrelationship between the two analyses they differ 
from each other fundamentally, and we must apply the conclusions of micro- 
economic studies to macroeconomic problems with great caution and vice versa. 
For what is true of an individual or a component might not be true of a group 


2 Antoine Augustin Cournot, Reseaches into the Mat hemal leal Principles of the Theory of 
Wealth, 1838, p. 127. 
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or the system as a whole. For instance, although it is possible for an individual 
in the community to become richer by finding a few currency notes on the road 
but no nation can become richer by printing currency notes. Similarly, by 
spending less out of a given income, an individual might succeed in increasing 
his total savings but this does not help in any way in augmenting the aggregate 
savings for the simple reason that to the extent one individual saves more (by 
abstaining from spending) the rest of the community saves less because one 
man’s expenditure is another man’s income; and not-spending on the part of one 
individual causes reduction in the incomes of all others and as a result others 
save less. An individual may spend more or less money than he receives in a 
given period but the total money received by all must always be equal to the 
total money spent by all—it can neither be more nor less. Similarly, an indivi¬ 
dual will succeed in withdrawing his total deposit balances from the bank but 
the attempt to withdraw the money balances on the part of the entire community 
at the same time will not succeed, and the banking system will collapse. 

Apart from the above distinctions, the two analyses difTcr from each other in 
another aspect also. While, microeconomics studies the individual who is mortal, 
macroeconomics is the study of the economy which is immortal. However, this 
basis of distinction between the two analyses lacks scientific approach. It is 
argued on the basis of historical facts, that a community is also subject to the 
same fundamental laws of growth and decay which apply in the case of an 
individual. History testifies that civilizations—for instance, Greek, Roman and 
Indus Valley civilizations—have grown and decayed in a manner similar to the 
growth and death of an individual. Empires rise and grow, eventually to disin¬ 
tegrate. The only difference between the dynamics of an individual and that of 
the community is that the dynamics of the community is slower; it changes 
slowly and its full cycle lasts longer than the full cycle of individual life. 


3. TYPES OF MICROECONOMIC ANALYSIS 


Microeconomic analysis, which analyses the behaviour of the individual house¬ 
holds, firms, industries, units of inputs, prices etc., has been divided into follow¬ 
ing three types: 


(a) Simple Microstatics 

This variant of the microeconomic analysis studies a set of microeconomic 
variables and the interrelations between them when they arc in equilibrium at a 
given point in time. It cannot explain how the equilibrium has been brought 
about. There is no problem of change through time in this analysis. Simple 
raicrostatics, apart from being concerned with the study of microeconomic 
variables in equilibrium, also., implies that the state of equilibrium holds constant 
through time. 3 

Simple microstatics can be explained by taking the illustration of the equi'i- 
brium price of any commodity X established in the market throuch the interplay 
of the forces of supply and demand. So long as the demand function Dd \ml 


’If P is .he price ora given commodity X. then equilibrium requires .hat .IPIJi^O s.»,i« 
however, requires the further additional condition that ,1-PltIt* O. I,cs * 


34 Principles of Economics 


the supply function SS, as shown in Fig. 3.1, remain unchanged the price of the 
commodity shall remain pegged at OP because at this price the total amount 


Y 



demanded (OQ) equals the total amount supplied (OQ) and consequently the 
market is in a stale of static equilibrium. 

( b) Comparative Microstatics 

In the simple microstatics we assume that the demand and the supply functions 
do not change through time. However, when either of the two or both the 
functions shift then the market will, after the process of adjustment.has worked 
itself out. reach a new state of equilibrium giving a new set of price and the 
amounts' demanded and supplied. Comparative microstatic analysis studies 


Y 



Fig. 3.2 

the relationship between the positions of ex-ante and ex-post cauilibria as shown 
in Fig. 3.2. 
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In Fig. 3.2 consequent upon the upward shift in the demand function from 
DD to D'D' the old equilibrium at A gives place to the new equilibrium at It 
where the price, the quantity demanded and the quantity supplied are OP' and 
OQ' respectively. The analysis which compares the A and B states of equilibria 
is called comparative microstalic analysis. 


(c) Microdynamics 

% When the demand function shifts upward the original state of equilibrium is 
disturbed and the commodity market is plunged into a sea of disturbances before 
attaining the state of new equilibrium. In other words, consequent upon the 
change in the demand function the market experiences the states of disequilibrium. 
In other words, the ex-post equilibrium is finally reached through undergoing a 
series of discquilibria states. 

In Fig. 3.3, SlSl is the long period supply curve. The immediate effect of the 
upward shift in the demand curve is to push up the price l«om QA(-*OP) to 
QC since the amount supplied 
is perfectly inelastic at a given 
point in time. This turns the 
situation in favour of the sellers 
who enjoy a pure surplus of CA 
per unit of commodity. Consc- 
qucntly they endeavour to in- 0 
crease their output with the given — 
scale of plant by working longer ^ 
hours. This shifts the supply 
curve after a time interval to 
the position of S t . Price now 
falls by DE. However, it is still 
higher than QB(=OP ')—a 
price which yields the entrepre¬ 
neurs only normal rate of profit 
Thus they have still inducement Fig. 3.3 

to increase their output. As a result of their efforts to increase output further 
•the supply curve shifts to the right to S 3 as the time span increases. Price now 
falls further by FG. Still the price is higher than the long period price OP’ 
Consequently the surplus earnings will induce the entrepreneurs to increase their 
output further. This process of output expansion continues until the lone 
period price OP' is established in the market. 



Microdynamics is concerned with the study of the market in a state of dis- 
equilibrium or with the path of the movement from one equilibrium position to 
another equilibrium position. It studies the happenings in the market during the 
period of transition from one equilibrium to another equilibrium. To be more 
precis, it studies the process through which the price has come to be stabilised 

A R t 3 3 1? ^ PatH ° f ' he movement of ** equilibrium between A 
and B as shown by the arrow-marked dotted staircase line ACDEFGHB 
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4 TYPES OF MACROECONOMIC ANALYSIS 4 
Economists distinguish between three following types of macroeconomic analysis. 

(a) Simple Macrostatics 

It explains certain aggregative relationships which obtain in the equilibrium 
position without making any attempt to show how the economy reached there 
or without making reference to the process of adjustment implicit in the final 4 
position of equilibrium. One such position of final equilibrium might be indicat¬ 
ed through the following equation— 

r=c+/ 

Here the macroeconomic variables Y, C and / represent total income, total 
consumption outlay and total investment outlay respectively. The equation, 
however, does not indicate any process of adjustment. All that it reveals is that 
the total income is identical with or equal to the sum of the total consumption 
and total investment outlays. The equation shows that to maintain total income 
constant at Y, the consumers and businessmen as a whole should spend neither 
more nor less than C+l. The equation does not, however, throw any light on 
the process by which the total income reached equilibrium position at Y. Simple 
macrostatics, therefore, does not offer any scope for the study of time analysis. 

The macrostatic model of the economy showing that the equilibrium income in 

the economy must be equal to the 4 
(C) and sum of aggregate con¬ 
sumption aggregate investment 
(/) in the economy can be shown 
by means of Fig. 3.4 in which 
the consumption and the com¬ 
bined investment and consump¬ 
tion schedules arc shown by C 
and C+7 curves. The C \ I curve 
shows the total expenditure 
(C+7) at different income levels. 
The 45° line K=C+7 is the 
equality line along which at all 
points the income and expendi¬ 
ture flows in the economy arc in 
in equilibrium only when the 

national income is O Y. 

( b) Comparative Macrostatics 4 

It consists of comparing the different levels of equilibrium income correspond¬ 
ing to or resulting from changes in macroeconomic variables such as consump¬ 
tion or investment or both. This is Keynes’ theory of the shifting equilibrium 
which Keynes characterised as dynamic because it explains ‘a system in which 
changing views.about the future are capable of influencing the present situation*. 

*Rcfcr also to the distinction between static and dynamic economic in Chap 4. 



Fig 3 4 

equilibrium. The economy will, however, be 
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However, his theory of shifting equilibrium positions consequent upon changes 
in the values of the macroeconomic variables has been termed ‘comparative 
macro-statics'. Keynes* General Theory cannot be called a study in macrodyna¬ 
mics because it fails to explain the process of transition from one equilibrium to 
another. 

The comparative macrostatic analysis which makes a comparison between two 
equilibrium positions—between the ex-ante and the ex-post equilibrium posi¬ 
tions—itself is the result of 
changes in one or more macro¬ 
economic variables of the model. 

The change may take place 
either through a change in the 
aggregate consumption outlay 
or through a change in the 
aggregate investment outlay or 
through a change in both. Since 
we have seen from the equation 
T— C+/, that income is deter¬ 
mined by consumption and in¬ 
vestment. it is obvious that Y 
cannot change without there 
being a prior change in the in¬ 
come determining variables C 

and /. What happens when there is an increase in investment ( a /) ? The com- 
paralivc macrostaiic model can be explained by means of a diagram as shown in 
Fig. 3.5 where Y and Y { are ihe ex-onle and ex pos! levels of equilibrium incomes 
respectively. When aggregate investment increases by Lj the aggregate income 
increases by 4 Y. Macrosmic analysis docs not, however, show the path 
through which the economy has travelled through time before hitting at the new 
level of equilibrium income Y x . 



Fie. 3.5 


(c) Macrodynamics 

It explains the working of the economy as a progressive whole It describes 
the continuous changes of aggregates and the macroeconomic variables and also 
explains the process of adjustment. Eminent economists including D H 
Roberuon p . A . Samuelson. R.F. Harrod, M. Kalecki, J.R. Hicks. E.D Domar 
and J. Tinbergen have contributed significantly to the development of macro- 
dynamic analysis. r auu 

Macrodynamics handles discrete rates of change of macroeconom.c variables 

According to Prof. Kunhara, macrodynamics enables us to separate "the pro 

cess of trial and error into a series of continuously changing reactions and indt 
cates, step by step, what is cause and what is effect. It describes the rhann « 
universe as it is related to previous or subsequent adiusimentc- * emg 

a™ =, a™*, “S” 

events arising from some initial disurbance and the time mthc 7 ” * 

variables and aggregative relationships. Thus, the macrodynamie Method 
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enables one to see a ‘motion picture' of the economy as a progressive whole. 

It also furnishes guidance-relating to the practical problem of short and long 
period economic stability. Keynesian comparative macrostatics studies the level 
of income at any given time; macrodynamics studies fluctuations of income at 
various points of time. 

Macrodynamic analysis must not only be able to show and compare the old 
and the new positions of equilibrium when a change in any macroeconomic 
variable takes place but it should also show the process of adjustment; it must 
trace the entire time path of the new equilibrium position. It must show the * 
vicissitudes to which the economy was subj cted during the transition from 
ex-ante equilibrium position to ex-post equilibrium position. Doing so involves 
period analysis which forms the core of macrodynamics. Fig. 3.6 shows the 



process of equilibrium adjustment of income through time. Starting with initial 
position of equilibrium with aggregate income at OY and investment at /, 
when it is disturbed by an increase in investment (£/) this causes an increase in 
the aggregate expenditure. People would increase their expenditure at OY level 
of income from YA to YB. This increase in expenditure raises the level of 
aggregate income in the next period to a level at C. At this higher income 
people however, desire to spend more on consumption and consequently the 
desired total expenditure increases to D When this takes place, the total in¬ 
come increases to the level at E where the desired expenditure further increases ^ 
to the level at F. This process of income and expenditure propagation continues 
until in the final analysis at the end of time period / the new level equilibrium 
income TY> (=OY') is attained. 


‘Kenneth K. Kurihara. Introduction to Keynesian Dynamic;, p. 21. 
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5. LIMITATIONS OF MICRO AND MACRO APPROACHLS 

yS” 

Limitations of Microeconomic Analysis 

Microeconomic analysis is extremely useful in life. Keynes considered it as a 
necessary part of “one’s apparatus of thought”. The analysis has, however, two 
limitations. In the first place, it does not give a correct and proper picture 
of the working of the economy because microeconomic analysis is too much 
pre-occupicd with the functioning of the parts of an economy at the expense of 
the general working of the economy. It can be pointed out that the net result 
of a general policy followed by all the component parts of an economy may be 
different from the sum of the actions of individual firms or industries. The 
second limitation is that the analysis is applicable only to a full employment 
economy which may not exist. As Keynes rightly said that "to assume a full 
employment economy is to assume our difficulties away.” In fact, Keynes 
advocated the giving up of the unrealistic assumptions, of self-interest, full 
employment, perfect competition, etc. 


Limitations of Macroeconomic Analysis 

/The fust limitation of macroeconomic theory is that the reasoning and con¬ 
clusions applied to individuals and small groups of individuals need not be true 
of the entire economy. Many things can be done by individuals but the same 
may lead to disastrous consequences if attempted % by all. For instance, individual 
bank depositors can withdraw their deposits whenever they like, but if all bank 
depositors do so simultaneously, the entire banking system will collapse. An 
individ al can become rich through saving. But if the community decides to 
save more, aggregate consumption will come down; aggregate income will come 
down. Naturally, the community will save less. It was Keynes who made the now- 
famous statement that while individual saving is a virtue, national saving may 
prove a calamity. To generalise from individual experience is, therefore, one 
of the greatest dangers which macroeconomic theory should avoid.* 

A second limitation of macroeconomic analysis is that one is apt to ignore 
differences which may exist within the aggregates or groups or communities. 
The general price level in India—the average of prices—might have been steady 
between 1970 and 1974. From this we may be tempted to conclude that the 
distribution of income between different sections, viz., agriculturists, traders, 
workers, consumers etc. may also be steady. But our conclusion may be wrong, 
since agricultural prices may have fallen during this period. The decline in 
agricultural goods' prices may not be noticeable, if it has been neutralised or 
compensated by the fluctuations in the opposite direction in the prices of 
industrial goods. As a result of fall in agricultural goods’ prices, the agricul¬ 
turists may have lost in money as well as in real income, while the producers of 
industrial goods and traders might have gained. In factTevfen when price were 
steady, considerable redistribution of income might have taken place. It is 
therefore, essential to keep in mind the nature, composition and structure of 
different groups when we make statements regarding the system or the agerecate 
on the assumption that it is homogeneous. 
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A third difficulty in macroeconomic analysis is that the aggregates which 
compose a system may not be significant or interesting. To illustrate our 
point, the “general price level” in a country,—which is an aggregate—includes 
all types of prices in a country, wholesale and retail prices of different goods 
and services and prices of factors of production, viz., wages, interest, profit and 
rent. Some prices move very fast as, for example, the prices of securities, 
while others arc rigid as, for instance, house-rents or postal service charges. 
Some prices move in one direction, while others may move in the opposite 
direction. When these various prices are aggregated to make the general price 
level index for the country, we have nothing else but a hotch-potch which lacks 
meaning. 

Fourthly, the structure of the aggregate is more important than the aggregate 
itself. For this the aggregate should be broken into its component parts and 
the importance of this composition should be recognised. Economists make 
mistakes in their predictions about the working of the economy when they 
Ignore these component parts and their functional relationships. 

Lastly, there is the problem of measurement of the aggregates—how to 
express a heterogeneous list of items as a single number or quantity. In calcula¬ 
tion of "national income" of a country—national income is the net aggregate 
income of the country found out by the addition of values and prices—every 
item is reduced to a money value and the aggregate is arrived at by summing 
up the monetary values of all the items. It is likely that in measuring the 
national product we might be led to over-estimate it as a result of the difficulty 
of double-counting. But whatever be the theoretical difficulty in measurement, 
there is no other method to express certain aggregates except through the 
measuring rod of money. 

Usefulness of Macro-Analysis 

We have described the various limitations of macrocconmic analysis. We 
bhall now discuss the usefulness of the aggregative analysis. In the first place, 
macroeconomic analysis helps us to get an idea of how a complex economic 
system functions. It gives us a bird s eye-view of the vast panorama of the 
economic universe. Description of a large and complex economic system is 
impossible in terms of individual items. In tnc second place, macroeconomic 
analysis is of great significance in the formulation of proper economic policies. 
It is difficult, if not impossible, for modern governments to deal with individuals 
directl y except in rare cases. They deal, therefore, with the groups of individuals 
or with community as a whole. The Government of India, for example, cannot 

ontrol and regulate the price and output policies of individual firms. On the 
C th cr hand, it will attempt to control and regulate general policies, total output, 
?otal volume of trade and commerce etc.y By expt- uce governments every¬ 
where have realised the comparative ineffectiveness of their policies with reference 

to individual prices or wages. A f . 

Besides being useful to the government in economic policy formulation the 
macroeconomic analysis is of utmost importance to the economic theorist who 
hes to contribute to the solutions of great economic problems of our times.\ 
Pointing out the usefulness of macroeconomic analysis, \Tinbergen rightly says 
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that “the great economic problems of today are those of explaining the course 
of aggregate national employment and production, of explaining why they could 
shrink as they have sometimes, and of indicating different possibilities of influen¬ 
cing them.*’ Similarly Kurihara, speaking of the practical importance of 
macroeconomics, states : “There is much practical advantage in seeing through 
all the complex interrelationships of the economy as a whole and in concentrating 
on those large statistical aggregates which affect the whole economy, otherwise 
there is dangerthat one will get lost in the turbulent details of economic be¬ 
haviour and so lose sight of perspective altogether. \ Moreover, these aggregates 
lend themselves to measurement, thus facilitating overall purposes of control 
and prediction.*’*. 

| Macroeconomic analysis, therefore, helps us in understanding the functioning 
of an economy as a dynamic whole. Besides, it offers much practical guidance 
to the government when the latter attempts to control, regulate and guide such 
economic quantities as national income, business cycles, investment, employ¬ 
ment conditions etc. \ 
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STATIC AND DYNAMIC ECONOMICS 




rpHE credit for introducing the concepts of Statics and Dynamics in the 
domain of social sciences goes to the famous French sociologist Auguste 
Comte. John Stuart Mill, upon whom Comte’s influence was profound, intro¬ 
duced these terms in economics. Although modern developments in economics 
have led to an ever increasing use of these terms during the last few years, few 
economists have taken care to clarify the implications involved in these two 
concepts. Paradoxically enough, an increased use of the terms corresponds with 
no advancement in the methodological approach to the subject. The increased 
use docs not in the least reflect any crystallisation of the meaning of these terms. 
There has been a tradition to narrow down the scope of "Statics” by subjecting 
it to drastic restrictions. The position of "Dynamics** is no better. Even well- « 
known economists like Hicks and Kalecki have studied the two terms in different 
ways. 

Meaning of Statics and Dynamics 

The meaning of the two terms in economics is different from the meaning 
given to them in physical sciences. The terms ‘static’ in physical sciences is indi¬ 
cative of a position of rest, of absence of any movement whatsoever. In 
economics, however, the term ‘static* docs not indicate a motionless economy. 
There is movement in the economy but this movement is constant, regular, 
smooth and certain, devoid of sudden jerks and shocks. Uncertainty—the 
mother of all fluctuations—does not creep .n. Thus the chief features of static 
state in economics are the absence of uncertainty and the existence of constant 
movement through time. The static state is a state not of idleness, but one where 
work proceeds smoothly at a steady pace, day in and day out, and year after 
year in the economy. A state of "Rest" in economics implies that the various 
quantities used remain constant and with the help of these constant quantities, 
the economy Continues to churn over. According to Marshall, it is to this active 
but changing process that the expression ‘static economics’ should be given. 4 
According to J. N. Keynes, static economics "is based on the assumption of 
what has been called a stationary state , that is to say, a state in which there 
occurs no essential modification of the general conditions under which produc¬ 
tion and consumption, distribution and exchange, are carried on. In other 
words, in a static enquiry, the effects of changes of a specific kind are considered 
but the general social and economic conditions are supposed fixed; it is assumed 
that no fundamental changes take place in the general character of social wants, 
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that no invention leads to the introduction on a large scale of new methods of 
production, that no sudden diminution of population is caused by war or 
famine, that there is not progressive exhaustion of sources of supply, and so 
forth.” 1 In Tinbergen's opinion, an economic theory based upon the assumption 
of a stationary state can be designated as economic statics. 

According to Harrod. economic dynamics refers to a state where the rates 
of output are changing. In other words, the problem to be handled is one 
of continuing changes as against once-over changes which can be taken care 
G f by statics. According to Ragnar Frisch, the essential characteristic oi a 
dynamic theory is that “in this type of analysis we consider not only a set of 
magnitudes in a given point in time and the study of the interrelations between 
them but we also consider the magnitudes of certain variables in different points 
in time and we introduce certain equations which embrace at the same time 
several of these magnitudes belonging to different instances this is essentially the 
characteristic of a dynamic theory—to explair how one situation grows out of 
the foregoing situation.” 8 Defining dynamic analysis and distinguishing it from 
static analysis, Mrs. Joan Robinson has said that dynamic analysis “cannot 
explain how an economy behaves, in given conditions, without reference to past 
history; while static analysis purports to describe a position of equilibrium which 
the system will reach no matter where it started from.” 3 

Baumol believes that the essence of economic dynamics is prediction, i.e., 
relating an event to the events and incidents preceding it. He dclincs economic 
dynamics as “the study of economic phenomena in relation to preceding ^nd 
succeeding events”. There are other economists who define economic dynamics 
as the study of the processes through which the final position of equilibrium is 
reached through a series of adjustments over time. In this sense it is possible 
to divide dynamic economics into two types—the first type that studies the 
manner in which the various economic phenomena change from time to time, 
assuming no change in the original data; and the second type that studies change 
in the economic phenomena when the original data also undergoes a change. 
Truly speaking, it is for this second type that the term ‘dynamic economics’ can 
be legitimately used, the first type being only development economics. 

While dynamic economics is concerned with a period of time , static economics 
deals with the situation at any given point of time. In the dynamic analysis, 
sequence and distance it time are of central importance, while these are neglected 
in the static analysis. In static theory we determine only the final position of 
equilibrium while in dynamic theory we determine various equilibrium positions 
at successive instants of time. If the process of change is conceived as consist¬ 
ing of the successive stages of states, then dynamic economics may be conceived 
of as statics at successive moments of time. Dynamic analysis is a technique 
which enables us to study and present the relationship between present events 
and past events relating to present happenings. For instance, the aggregate 
consumption in time period t may be regarded as depending upon the aggregate 


»J. N. Keynes. The Scope and Method of Political Economy, 4th ed pp 147 

*R. Frisch, ‘‘Propagation Problems and Impulse Problems in Dynamic Economics” R-,.. 
mie Essays in Honour of Gustav Cassel. nomics,, Econo. 

3 Joan Robinson, Rate of Interest and Other Essays , 1952. 
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income earned in the preceding year, i.e ., in time period l-l. Symbolically it 
might be expressed as 

Dynamic and Static Equilibria 

It is better to analyse the concept of equilibrium as used in economics for 
a better understanding of the terras 4 Static Equilibrium” and “Dynamic Equili¬ 
brium”. It implies any one or all of the following four things. 4 

(1) That the firm is producing the profit-maxiraising output. For the firm 
this output will be the one for which its marginal cost is equal to its 
marginal revenue (MR=MC). 

(2) That the firm has neither the tendency to expand nor to contract. 

(3) That the firm has exploited all possibilities of maximising profits or of 
minimising losses. 

(4) That there is no ‘net’ tendency for the resources cither to flow in or out 
of the firm. It means that the resources are flowing into the firm at a 
constant rate—flow of resources has no tendency to increase or to 
decrease. 

Equilibrium in economics refers to that state in which the quantity of resources 
used remains unchanged. There is, in equilibrium, identity of the resources 
used. Absence of any phenomenon of growth or decay and not of activity is 
characteristic of equilibrium in economics. Thus a train moving at some given 
speed in any known direction would be in equilibrium in economic sense. Again 
equilibrium has a reference to time. Thus we. might have long or short period 
equilibrium according as the position of equilibrium maintains itself over a long 
or short period. An equilibrium which maintains itself beyond the period of 
time under study is known as static equilibrium. 

Dynamic equilibrium, on the other hand, is that equilibrium which maintains 
its position only within a given time period but changes its position beyond the 
stipulated time. A short period equilibrium seen in the case of market price 
which frequently changes its position affords a practical illustration of dynamic 
equilibrium Dynamic equilibrium is necessarily a momentary equilibrium. It 
maintains itself only at any given instant of time but in no case over a period of 
*V A long period equilibrium is static equilibrium since it maintains itself not 
- over one single short period but also over a series of short periods because 
long period is composed of a serfes of short periods. 

1. SCOPE OF STATIC ECONOMICS 


-«c«iimntions associated with statics, have narrowed down the 
scope^of' application^ of the term-.he usual assumptions made being those of 
X. knowledge, absence of uncertainty, given consumer tastes, given popula- 
T perfect factor mobility etc. Certainty and perfect knowledge are inherent 
tatic economy and hence profit as a pure surplus, emanating from uncer- 


. • m-tinlv based dn the chapter in R. F. Harrod’s book Towards Dynamic 
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tainty, can never arise; but rent as a surplus, which is expected and certain can 
be studied in the static economy. Price is always equal to cost and. therefore, 
to talk of profit in a static economy is a misnomer. 

It is these drastic assumptions which have too much narrowed Jown the 
scope of static economics in the study of real world problems. In all modern 
discussions the assumptions made are so far reaching that the static analysis is 

rendered incapable of any application in the real world. However, the fact is 

that static economics will remain for ever an important part of economic theory. 
In spite of its various limitations it is competent to cover the study of the 
following problems: 

1. The case of free trade in its widest aspect will ever rest upon the static 
analysis. 

2. The principle that it is the marginal and not the average cost of 
production which governs price, is itself explicable by means of static 
analysis. 

3. Static analysis gives academic expression to the view of common man 
when he talks of economising—making his resources go as lar as possible. 

4. The core of the definition of economics as given by Robbins as "the 
science which studies human behaviour as a relationship between ends and 
scarce means which have alternative uses/* is deep-rooted in static 
economics. 

5. The assumptions of perfect mobility, absence of change, etc., though 
generally present in static economy, arc never inherent in it. Thus, the 
theory of international trade is the key subject of static economy although 
the theory flows from the assumption of factor immobility as between the 
different countries. 


7. 


It 


6 . It is wrong to regard change as lying outside the scope of static economics. 
Static economics can study problems arising out of the oncc-over changes. 
When the once-over changes, for instance, in tastes occur, static equations 
can define the position of the new static equilibrium. 

Change and roundabout methods of production involve uncertainty, and 
a oncc-over change generates more uncertainty than a continuing change 
and hence the theory of profit may be studied under static economics 
is often said that expectations arc always associated with dynamic 
economics. This view, however, is not always sound. Expectation is alwavs 
one of the determinants of static equilibrium. A once-over change in the 
expectations is not different from a once-over change in tastes. Thus static 
economics can tackle problems arising from a once-over change in expectations 
Dating is no more necessary in dynamic economics than.it is in static L,™!' 
Keynes' General Theory although mainly based upon the element of exp^.T 
tions, remains strictly static m nature, since the expectations used there are once 
over expectattons and not continuing expectations. Although oosiriJln 

are essentially dynamic, but the whole of the General Theory which follows from 
the static does not assume the dynamic role. * 1 ws from 

8 . The theory of the trade cycle lies on tho ,• 

cycle theories may be studied under static analysis whilst oX^'tT* 

""“ a ” “* ^ sestet 
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interwar period was a hotch-potch of both the static and the dynamic 
economics and much confusion prevailed, especially in the money field as 
to which particular trade cycle belonged to which particular category. 
This was the result of confusion regarding the meaning of the two 
terms. 

According to Hicks, static economics contains much of the more important 
part of the traditional economics—the theories of rent, comparative cost, 
monopolistic exploitation, all of which can be studied without reference to time 
element. It cannot, however, study the problem of capital or interest or of 
trade fluctuations or even that of money-problems, where dating of economic 
quantities is indispensable. According to Tinbergen, static economics can be 
applied to study those cases in which we are interested in the long run tenden¬ 
cies—determination of the ultimate results and in which the movements 
generated by changes in the data are damped and data themselves do not 
change. 

Static economics has advantages of its own. It has an introductory pedagogic 
value in the sense that the learner will be able, through its judicious study, to 
understand the working of the economy. If one wants to study the propeller 
of an aeroplane, it is useful to examine it thoroughly before it starts moving, 
and the same is true of the study of the economy. To understand the nature 
of the functioning of the economic system, we should study it when it is in the 
position of static equilibrium. Just as to understand the laws of motion we must 
understand the laws of rest, so also to understand the various implications of 
economic dynamics, we must fully understand the meaning and contents of 
economic statics. 

Notwithstanding this usefulness of the study of sialic economics, it cannot be 
denied that static economics can only provide limited treatment of life’s vast 
economic problems. It is like a map without any indications of various altitudes. 
If we are concerned with a flat region, this map will be adequate and satisfac¬ 
tory. But if we are interested in knowing the real topography—mountains, 
plains and plateaus —of the region, then the practical utility of the map is indeed 
small. 


2. SCOPE OF DYNAMIC ECONOMICS 

The main problem of economic dynamics, according to Hicks, is the problem of 
dating. Regarding the importance of dating in economic dynamics, Hicks says: 
“I call Economic Statics those parts of economic theory where we do not 
trouble ourselves with dating; Economic Dynamics those pans where every 
quantity must be dated.” 8 In economic statics, while studying the production 
scheme of any firm, we focus our attention upon the quantity of the various 
inputs used by an entrepreneur and the resulting quantity of the output. We do 
not study the date on which the different factors were employed and the date 
on which the resulting product was ready for sale. On the other hand, in econo¬ 
mic dynamics our main concern is with these dates. We even pay special atten- 


M. R. Hicks, op. cit., p. 115. 
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tion to the study of the manner in which changes in these dates affect the factor- 
product relationship. For Hicks, the presence of expectations is sufficient to 
characterise an economy as dynamic for, he says: “once the missing clement of 
the anticipations is added, equilibrium analysis can be used, not only in the 
remote stationary conditions to which maay economists have found themselves 
driven back, but even in the real world in disequilibrium'*.® 

However, to say so much about the scope of economic statics docs in no way 
reduce the scope and importance of economic dynamics. The importance of 
economic dynamics has never been denied or underrated. In the classical econo¬ 
mics, dynamic economics stood on equal footing with static economics. The 
orthodox economics contains in roughly equal proportions static and dynamic 
elements. Even in Ricardo's system the laws that govern the fundamental prob¬ 
lem of distribution have been treated on a dynamic plane. Ricardo's dynamic 
theory was a large part of his whole theory. The principal factor needed for 
growth according to Ricardo, was capital accumulation which was identified with 
saving and Ricardo rightly treated saving as a dynamic concept. But after a 
lapse of time these dynamic theories suffered from disuse and the neo-classic¬ 
ists dealt only with the static economy—a fact emphasised in Marshall's 
Principles. 

There are many problems which invoke the study of economic dynamics and 


which can never be handled with static economics. For instance, the problem 
of disequilibrium and continuing changes can only be tackled by economic 
dynamics. Economic statics can only study either the system in equilibrium or 
else it can at best draw a comparison between two equilibria positions. It can 
study the end result of a change from one equilibrium position to another 
equilibrium position. However, it can never study the problems of transition 
from one equilibrium position to another. It is only dynamic economics which 
can trace the path of forces of stability which arc active during transition and 
which ultimately help in restoring equilibrium. 

Moreover, economic problems which depend upon the psychology of the 
economic subject (and such problems are not few) can only be studied in the 
domain of economic dynamics. Thus dynamic economics presents a reasonably 
realistic description of such complex economic phenomena as cyclical fluctua¬ 
tions and secular growth. Besides, dynamic analysis is highly flexible and literally 
infinite number of models can be created to explore all possibilities In pure 
theory the problem of the stability of equilibrium-how a system behaves after 
it has been disturbed into a state of disequilibrium-is wholly a question of 
dynamic analysis Furthermore, its study is almost indispensable for a correct 
understanding of the nature of business cycles. It has helped in distinguishing 
between different types of theones-exogenous, endogenous and mfxed-of 
business cycles Most of the present-day trade cycle theories arc based on the 
dynamic mode s of Ragnar Fnsch and Paul A. Samuelson in that they explain 
cyclical oscillations as endogenous movements of a self-propelling system ilhas 
helped us to understand the full possibilities of cyclical processes Economic 
dynamics is nearer to reality than economic statics. Pointing out the superiorly 
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of dynamic economics over static economics as a guide to practical economic 
problems, J. Tinbergen remarks: “Economic statics may put forward the theo¬ 
rem that a certain commodity will not be produced in the long run if the pro¬ 
duction involves a loss. In the short run, however, production at a loss will 
occur. Economic dynamics will take this fact into consideration and will on that 
account be more realistic.” In short, an unbiased study of dynamic economics 
in modern times has become so much important for a realistic understanding 
and correct appraisal of economic problems that “the economist has no choice 
but to study dynamics”. 

Conclusion 

The undeniable fact remains that economic science can neither do without 
dynamics nor can it do without statics. There are certain economic problems 
which can only be tackled with the help of economic dynamics while many 
others can be better managed by the relatively simple tools of static analysis. 
There might be still some more problems which can neither be tackled by 
dynamic analysis nor by static analysis alone but require the active co-operation 
of both—economic statics and economic dynamics—for their solution. Thus 
static and dynamic analyses are both needed for the study of economic problems 
just as the right and left feet are needed for walking. 
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T HE concept of equilibrium, which plays a significant role in economic ana¬ 
lysis, has been derived from the Latin words acquus, which means equal, and 
libra , which means balance. Thus, the term •equilibrium’ means equal balance. 
The study of equilibrium is of utmost value for students of economics in the 
study of consumer behaviour, price-output determination for the firm and the 
industry, problem of resource allocation, organisation of productive activities in 
the economy, etc. In a way, the whole edifice of the price and resource allocation 
theory is based on the equilibrium analysis. 

Equilibrium is a position of rest. It is the most cosy position toward which 
every economic unit—firm, resource owner, industry or economy—has a tendency 
to move or from which it has no incentive to deviate. Thus the goal of attaining 
equilibrium acts as a beacon-light of all economic activities in the economy. 
Equilibrium is a state of balance in such a way that the opposing forces mutually 
cancel each other so that the object on which these forces exert their pressure is 
not subject to any disturbance. We can illustrate this point by taking the 
example of the tug-of-war match between two teams A and B. The rope comes 
to a state of rest or equilibrium when the pull force of team A is cancelled by 
the pull-force of team B pulling the rope in the opposite direction. It is obvious 
that inspite of the fact that equilibrium is a position of rest—absence of distur¬ 
bance—it is not characterised by the absence of activity. 1 There are economic 
activities present in a state of equilibrium—in equilibrium a firm produces, sells 
and earns profit and different firms in the industry carry on their productive 
activities smoothly. Thus, there is an equilibrium price and output for a firm 
and industry which neither the firm nor the industry has any inducement to alter. 

A system is, therefore, in equilibrium when the various determinant forces 
behave in such a fashion that the system shows no tendency toward any change. 
We can illustrate the concept of equilibrium by taking the example of a commo¬ 
dity market model. In the market, equilibrium is attained at that price at which 
the total amount demanded per unit of time is equal to the total amount supplied 
‘ per unit of time. Since the amount demanded as well as the amount supplied 


, Georgc J. Stigler defines equilibrium as “a position from which there is no tendency to 
move. We say ‘no tendency’ to emphasise the fact that it is not necessarily a state of sodden 
inertia, but may instead represent the cancellation of powerful forces”. (The Theory of Price. 
revised edition. Tenth Printing, 1961, pp. 14-15.) 
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are both functions of the price we might express the market equilibrium by 


means of the following equations: 


Qj=f(P) 

... 0 ) 

Q.=f(P) 

...( 2 ) 

Q.,=Q. 

...(3) 


where Qj and Qt are respectively the amounts demanded and supplied and P is 
the price of any given commodity. Here supply and demand are dependent 
variables while price is an independent variable. 

As shown in Fig. 5.1 at OP price the market is in equilibrium; at this price the 
total quantity demanded by the purchasers is just equal to the quantity the 

sellers want to sell. At any price 
other than OP the market will be 
in disequilibrium. At OP x price 
there is excess supply (BC) while 
at a lower price OP 2 there is excess 
demand ( EF ) in the market. Conse¬ 
quently, the market is in disequili¬ 
brium. At OP price both parties 
being satisfied there will be no 
tendency for the price to change as 
long as DD and SS demand and 
supply curves remain where they 
are. 

* From the point of view of an 
Quantity individual consumer, equilibrium 



Fig . 5.1 is reached when he enjoys maxi- 

mum satisfaction from his given resources (income) spent upon different goods and 
services. Once he reaches the equilibrium position, he endeavours to stick to it 
because any reallocation of his given resources between different items of expendi¬ 
ture would reduce his total satisfaction. To a firm, equilibria is reached when 
it purchases its inputs and sells its output at such prices which “ax.mise its 
profits or minimise its losses in a given situation. For any position o b a ® ’ 
Son of equilibrium for a firm, the objective criterion is that any shift to either 
side of the equilibrium position reduces the total profit °f the firm. Thus, the 
fi m will have no incentive to deviate from the equilibrium position. Rather ,t 
^i Tr hard to stick to this position in the absence of fresh changes m econo- 
2 dam To the factor owner the position of equilibrium is reached when the 
mic data. 1 f , $ emp i 0 yed in its highest income yielding employ¬ 

ment' si that any reshuffling with regard to the employment of the factor units 

W °-rf '''noMance'ofrte'^tudy'of equilibrium flows no, so much from the fact 
The importance of y , ather it flows from the fact that by acting as 

that it is actually reached m. life a her itno ^ 

the goal to which all economi proceed". An economic unit which has 

direction in w )j|' h h d to get out of it by moving towards the equili- 

slid into disequilibrium strives >iard for g ^ attain equilibrium 

brium which is the cosiest p functio ning of all economic units in the 

is the sine qua non tor ioc 


i 


d 
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system. The success or failure of any economic unit depends upon the degree 
to which it has succeeded or failed in reaching equilibrium. Although in a dyna¬ 
mic economy where changes in consumer tastes and preferences, innovations, size 
of population and techniques of production which disturb the attained position 
of equilibrium recur, yet these same changes induce various economic units to 
move toward the new position of equilibrium associated with greater economic 

efficiency compared to the previous equilibrium position from which they have 

been disturbed. 

KINDS OF EQUILIBRIUM 

There are different kinds of equilibrium. Thus, we may have stable, unstable 
and neutral equilibrium; short period and long period equilibrium: unique (or 
single) and multiple equilibrium; dependent and independent equilibrium; static 
and dynamic equilibrium; and particular (or partial) and general equilibrium. 
These we may now describe in detail. 


1 , Stable, Unstable and Neutral Equilibrium 

A position is said to be one of stable equilibrium when the economic unit or 
the system has a tendency to regain or rcapproach it no sooner it is disturbed 
from this position because as soon as the system is disturbed from equilibrium, 
forces of correction are set in motion which take the system back to the original 
position of equilibrium. A position is said to be one of unstable equilibrium 
when an initial disturbance generates further chain of disturbances so as to take 
the system further away from the equilibrium position in a cumulative fashion. 

A position of neutral equilibrium exists when the system or economic unit 
after being disturbed from equilibrium position does not show any tendency to 
move back to the original position but instead comes to rest in the new position 
to which it has moved under the impact of forces of disturbance. It attains the 
position of new equilibrium. According to Pigou, “a system is in stable equili¬ 
brium if, when any disturbance takes place, forces come into play to re-establish 
the initial position; it is in neutral equilibrium if, when such a disturbance takes 
place, no re-establishing forces, but also no further disturbing forces, are evoked, 
so that the system remains at rest in the position to which it has moved; it is in 
unstable equilibrium if the small disturbance calls out further disturbing forces 


which act in a cumulative manner to drive the system away from initial position. 
A ship with a heavy keel is in stable equilibrium; an egg lying on one of its ends 
in neutral equilibrium; an egg poised on one of its ends in unstable equilibrium."* 
We might also illustrate stable, unstable and neutral equilibrium through 
other examples. To take first the example of a bowl and ball, a ball resting at 
the bottom of the bowl is in stable equilibrium for if disturbed it will tend to 
return to its old position. A ball balanced on the top of -an inverted^in 
unstable equilibrium for even the slightest pushjvitf^qlPcaliseit dowti'tbt.-side 
of the bowl away from the original position. Xbtlfresting on* the flat'ground* 
floor is in neutral equilibrium because when^aW^vay from its initial position 

/.O ** ' ^ J + 

*A. C. Pigou, The Economics of Welfare, (4th fed.S*32), Pt * 704^795. ^ ^ ^ 


52 Principles of Economics 

it will rest at some new place. Fig. 5.2 shows the three situations of stable, 
unstable and neutral equilibrium. 



In a competitive market assuming instantaneous adjustment to take place bet¬ 
ween the supply and demand, stable equilibrium exists if the prevailing market 
price has a tendency to be maintained as long as the underlying demand and 
supply conditions remain unchanged. This will happen if the supply curve is 
positively sloping while the demand curve is negatively sloping. On the other 
hand, unstable equilibrium would exist when the demand curve has a positive 
slope' and the supply curve has a negative slope i. c„ it is forward falling. In 
such a situation, the price if once disturbed from its initial equilibrium position 
would tend to move further away from equilibrium. A condition of neutral 
equilibrium would exist if both the demand and supply curves have identical 
slopes over a considerable price or output range so that they coincide with each 
other over this range. This makes any price or output over the enure range 
(overlapping area) possible with the result that the actual market price or output 
becomes indeterminate. Fig. 5.3 illustrates the three situations of stable, unstable 

point A is a position of stable equilibrium and OP is 
stable equilibrium price. Any price other than OP-OP. or 0/>,-wil. be 
unstable If the price rises to OP„ demand and supply conditions remaining 
unchanged, this leads to a state of disequilibrium-excess supply-.nwhich the 
quantity demanded (OM) is less than the quantity supplied (OG) at that price. 
Consequently, as a result of the pressure of sellers in the market the price would 
faH to OF where the total quantity offered for sale is equal to the total quantity 
demanded at that price. Similarly, if the price is OP, there ,s excess demand with 
K amount demanded OL being larger than the total amount supplied OJ at 
Jat vZ. Consequently, buying pressure in the market will push the price up 
to OP where the demand and supply are in equilibrium. 

P S (Bl which shows the normal supply and demand functions in reversed 
form is an illustration of unstable equilibrium. Demand and supply curves such 
f in Fig. 5.3 (B) are not. however, of real interest. Except in the 

extremely rare case of a 'giffen good' where the excep.ionally-rare powerful nega- 
extremely r lhe positive substitution effect of a price change, a 

positively sloping demand curve (upward sloping curve) is unthinkable. In the 
no mal cases of positive income effect or even when the negative income effect is 

Tamped by the more powerful positive substitution effect, the normal demand 
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curve with its negative slope will show the course of market demand Similarly, 
if it is true that there is a limit to the optimum size of a firm and after a certain 
range of output, the firm's marginal cost must rise because of diminishing factor 
productivity, the normal supply curve should be positively sloping. A rise in the 
price from OP to OP x leads to excess demand (=M{?) as a result of which the 



Fig. 5.3 


price rises further. However, as price rises further due to subsequent decrease 
in production and subsequent increase in demand, the shortage of goods in the 
market intensifies giving rise to cumulative price increase. Similarly, when the 
price falls to OP 2 , this leads to condition of cumulative excess supply (-JL) and 
never-ending falling price. 

Figs. 5.3 (C) and 5.3 (D) illustrate the neutral equilibrium. In Fig. 5.3 (C) 
when the price is OP the total amount demanded {OM ) is equal to the total 
amount supplied {OM). However, when the price falls to OP x it will stay here 
because at this price also the amount demanded and the amount supplied are in 
equilibrium. In fact, between AB range of price the market is in neutral equili¬ 
brium. Fig. 5.3 (D) shows that between OM and ON outputs the market is in 
neutral equilibrium. 
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So far we confined our discussion of the stable, unstable and neutral equili¬ 
brium to cases where the market adjustment to price output changes takes place 
instantaneously. There are, however, situations, particularly in agriculture, 
where the adjustment takes place after time lag i. e., the supply adjusts itself to 
changes in the price not immediately but after some time has elapsed. For ins¬ 
tance, as a result of an increase in the price of wheat this year the supply of 
wheat will not increase immediately but from the next crop as a result of the 
farmers' increasing acreage under wheat cultivation. Similarly, one could say # 
that the supply of wheat this year is not a dependent function of the price of 
wheat this year but of the price that ruled in the preceding year. Thus the supply 
in time period t is the function of the price ruling in time period (-1 

S,=f(P,. l )- 



Demand And Supply Demand And Supply Demand And Supply 
(A) (B) (C) 

Fig. 5.4 


If disequilibrium takes place, then equilibrium will be established through a 
series of adjustments involving the adjustment path. The adjustment process 
resumes the form of a cobweb woven converging toward or diverging away from 
the equilibrium or oscillating along a new path that shows no tendency either to 
tend toward or away from the original equilibrium. The convergent, divergent 
and continuous cobwebs, therefore, illustrate the stable, unstable and neutral 
equilibria as shown in Fig. 5.4 (A). (B) and (C) respectively. 


Marshall and Walras on Stable and Unstable Equilibrium 

Where production of a commodity obeys the law of increasing returns i. e„ 
the supply curve slopes negatively like the demand curve, Marshall and Walras 
have taken diametrically opposite stands, with the result that both economists 
reach at quite opposite conclusions; both are. however, right m their own way. 
Marshall's analysis is based upon the assumption that quantity adjusts to pnee 
changes while Walras assumes that it is price that adjusts itself to quantity 
changes. Although equality of the amount demanded and the amount supplied 
is all that is needed for equilibrium to exist, if the equilibrium, however, has o 
be stable we also need an additional condition to be satisfied. According to 
Walras, equilibrium will be stable only if at the equilibrium point the supply 
curve cuts the demand curve from above, /. e„ if to the right of the equilibrium 
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point the quantity demanded is greater the amount 

and to the left of the equil.bnum po.nt the amount PP 

demanded at any price. nmhlern of stability in Appcn- 

According to Marshall, who has ,scu ilibri um to be stable the supply 

dix H of his Principles of Economy’ f « ^ U, jbnum *»,' of cquilibrium . , n 

curve must cut the demand curve r • (bc quantity demanded 

other words, to the left of the potn. of equ.I.bnum 'b ^anU ^ ^ 

should exceed the quantity £ L lh c quantity demanded 

stable equilibrium positions respectively. 



Fig. 5.5 

Fig. 5.5 (A) shows that cquilibrium points A and C represent situations of 
stable cquilibrium while point B represents the situation of unstable equilibrium 
in Walrasian sense. Fig. 5.5 (B) shows that A and C are points of stable 
equilibrium while B is a point of unstable equilibrium. This means that what 
is stable cquilibrium according to Walras, is unstable equilibrium according to 

Marshall. . 

We need not, however, be baffled with this contradiction in the two analyses 

for the contradiction is only apparent. Really speaking, both figures represent 
the stable equilibrium although for different periods. The apparent conflict 
arises because both Walras and Marshall have different periods in their minds 
while discussing the stability conditions. Walras was thinking of short period 
in which adjustment takes place through changes in price. Thus, in Fig. 5.5 (A) 
an excess of supply to thd left of A and C will drive the price down while an 
excess of demand over supply to the right of A and C will drive up the price. 
Marshall, on the other hand, had long period in his mind in which the burden 

3Sce Alfred Marshall, Principles of Economics (8th cd. reprinted and reset, 1949), p. 665 
csp.Fig. 38 in footnote 1. 
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of adjustment falls upon quantity. Thus in. Fig. 5.5 (B) an excess of demand 
price over supply price to the left of A and C would lead to an expansion of 
output and a fall in price, while an excess of supply price over demanded price 
to the right of A and C would cause a contraction of output and consequently a 
rise in price. 

2. Short and Long Period Equilibrium 

A short period equilibrium is one which maintains its position only at a given 
point of time and is disturbed beyond the point of time under consideration. It is 
momentary. Its study is of great importance with reference to market and short 
period price determination. A long period equilibrium exists over a period of 
time It maintains its position not only over anyone single short period but 
over a series of short periods. The phenomenon of long run normal price can 
be studied with the help of long period equilibrium analysis. 

The difference between the short and long period equilibrium can be illustrated 
by taking the example of a perfectly competitive industry. While in the short 
period for the industry to be in equilibrium it is enough that each firm produces 
that output for which its marginal cost and marginal revenue arc equal, for the 
industry to be in the long period equilibrium, each firm must produce that out¬ 
put for which the additional condition of equality between its average cost 
and average revenue is also simultaneously fulfilled. In other words long period 
equilibrium for a perfectly competitive industry requires that each firm must 
produce that output for which its MC=MR=AR — AC. Fig. 5.6 (A) and (B) 


Y Y 



(A) (B> 

Fig. 5.6 

show the short period and long period equilibrium respectively for a firm under 
perfect competition. 

In both Fig. 5 6 (A) and (B) the competitive firm is in equilibrium since in 
each case it produces an output for which its MC=MR indicating that it is a 
profit-maximising output for the firm from which it has no incentive to deviate 
and which it always strives to attain. In Fig. 5.6 (A) however, the firm is in 
short period equilibrium because in the long period super-normal profits repre¬ 
sented by area APDC will disappear as the price will fall under the impact of 
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entry of new firms in the industry. In Fig. 5.6 (B) PM represents the long 
period equilibrium price which the firm must get in the long period. 

3. Single and Multiple Equilibrium 

Equilibrium is single or unique when there is only a single set of price, amount 
supplied and amount demanded which fulfils the conditions of equilibrium. 
Equilibrium is multiple when there is more than one set of price and output 

y demand and supplied satisfying the condition of equilibrium. Positions of 
multiple equilibrium arise when the demand curve changes its slope becoming 
highly elastic over a portion of its length, again becoming relatively inelastic 
and then becoming again elastic. This is likely to happen when the market is 
composed of several groups of consumers each with different income levels. In 
such a situation, there will be several critical points at which a fall in the price 
will bring the commodity within the reach of new groups of consumers such that 
the demand curve becomes rapidly more elastic. 4 The marginal revenue curve 
corresponding to such a demand curve may fall and rise and fall again, and 
there will be several points of monopoly equilibrium.*’ 4 In real world, cases of 
single equilibrium are common; those of multiple equilibrium are extremely rare. 
Fig. 5.1 represents single equilibrium while Figs. 5.5 (A) and (B) show multiple 
equilibrium. 

4. Static and Dynamic Equilibrium 5 

• A static equilibrium position is based upon the assumption of absence of 
change in the economic phenomena (data) of which it is the result. Thus an 
equilibrum price which is the result of the intersection of fixed demand and 
supply schedules for any given commondity is a typical example of static equili¬ 
brium. Static equilibrium analysis assumes economic data to be given through 
time. Dynamic equilibrium, on the other hand does not preclude changes in 
economic data through time. According to Prof. Boulding “A process through 
time may be said to be in dynamic equilibrium if the rates of change in its 
essential variables are constant. Thus, a population is in dynamic equilibrium 
when it is increasing (or decreasing) at a constant rate, in such a way that its 
birth and death rates (per cent per annum) are constant, though of course not 
equal one to the other. Then the age distribution, the proportion of individuals 
in each age group, is likewise constant although the total number of individuals 
changes. Similarly an economic system might be said to be in “dynamic” 
equilibrium if its total stock, including both things and people, changed at a 
constant rate (per cent per annum) and if the rates of production and consump¬ 
tion of all items of the stock increased at the same rate.” 6 This concept of 
dynamic equilibrium has not much resemblance to facts for in the real world 

# changes in economic data do not occur at constant rate. These changes are 
mostly irregular, sudden and rapid giving the economy jolts along the 
equilibrium path. 


♦Joan Robinson. The Economics of Imperfect Competition (reprint 1949), pp 57- 58 
♦Refer also to Chapter 4 of this book. PP * 

•Kenneth E. Boulding, Economic Analysis (Third Edition), pp. 711-712. 
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5. Partial and General Equilibrium 

Partial equilibrium, which forms the core of price theory, is concerned with a 
single firm, individual industry or group of industries. It is based on only a 
restricted range of data; a standard example is the price of a single product, the 
prices of all other products being held fixed during the analysis. Although 
partial equilibrium analysis was imparted definiteness by Cournot and von 
Mongoldt, the credit for perfecting it belongs to Alfred Marshall. Besides 
developing the appropriate conceptual apparatus, Marshall also developed 
the general philosophy of the method which treats all indirect effects as of 
negligible importance. It studies the movements of particular individuals, 
firms, or industries toward equilibrium on the basis of given economic data. 
Any change in the data acting as the basis of decisions of microeconomic units— 
firms, individuals and industries—changes the equilibrium position which 
these units strive to reach and initiates movement towards a new equilibrium 


position. 

Partial equilibrium analysis is particularly useful in tackling two problems 
which make themselves felt only in certain industry or sector of the economy as 
against those disturbances whose impact is felt throughout the economy. 
Secondly, any disturbance has a series of effects—primary, secondary, tertiary 
and further effects. A primary or first-order effect is the most proximate and 
direct effect of a given disturbance. However, beside the primary or first-order 
effect of any given disturbance there are also the secondary or higher-order 
effects of the disturbance that need reckoning in any real analysis. Particular 
equilibrium analysis is concerned only with the first-order, direct and proxi¬ 
mate effect of a disturbance. 

Both the problems where the partial equilibrium analysis can be applied can 
be better understood by means of two separate examples. As an illustration of 
the first problem suppose that the workers of a small factory manufacturing 
electric fans and located in a large city like Calcutta go on strike. Suppose 
further that the residences of the workers are scattered over a very wide area in 
the city. In such a situation, the effects of the strike will be largely confined to 
the factory and the employees. Most economic problems resulting from this 
tvpe of strike can be studied by the particular equilibrium analysis. As an 
illustration of the second type of problem to which the partial equilibrium 
analysis can be applied, we can imagine a sudden and substantial increase in 
.he demand for cement as a result of spurt in the construction activity due to 
planning in the country. Partial equilibrium analysis will study the primary or 
Lt-order effects on the cement industry-effects on its price, output, profits, 
and the demand for inputs, their rewards, etc.-sudden and substantial increase 


in the demand for cement. . . . . . 

The most important representative of the parttal eqml.br.um analysts is the 
Cournot-Marsball demand curve, showing the price-quanUty relat.onsh.p, drawn 
™ the e paribus assumption. The quantity demanded of any eommod.ty 
a" any given price is treated as a function of the pr.ee of th.s commod.ty alone, 

, J r vari abies such as the purchasers' incomes, the.r tastes, pr.ces of compe, 

at Dx=f(Pz s ceteris paribus). 
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goods—change when the price of the good under study changes, we should study 
fhe eflect of P ice change on the amount demanded of the good without cetens 
Silsumption. In other words, if our study has to be used as a pohcy gu.de 
we have to study the effect of price changes on the quantity of a good demanded 
with the full knowledge of the fact that many other variables that are of great 
significance for our analysis also change simultaneously. This mvolves owe er 
analysis of the entire system well beyond the competence of the partial equili- 

b, GLTa| ly equilibrium analysis deals with the whole system. It deals with the 
ultimate determinants of the whole system of prices and outputs of all the goods 
and services produced in an economy. Unlike the part.al equilibrium analysis 
it is not based upon a restricted range of economic data. It is more inclusive 
than partial equilibrium. General equilibrium also includes partial equilibrium. 
In the words of Prof. Leftwich: "General equilibrium for entire economy 
could exist only if all economic units were to achieve simultaneous particular 
equilibrium adjustments. The concept of general equilibrium stresses the inter- 
dependence of all economic units and of all segments of the economy on each 
other." 7 

Although the origin of general equilibrium analysis can be traced to the early 
history of economic thought—Quesnay’s Tableau Economiquc in 1758, Say’s 
Law of Markets in 1803 and others—this represented merely stray attempts in 
non-mathematical exercises on static macroeconomic analysis. The credit for 
being the first to develop rigorously the general equilibrium analysis goes to the 
French engineer-economist Leon Walras (1834-1910), first occupant of the chair 
of political economy at the University of Lausanne. 8 The publication of 
Walras's pioneering work Elements of Pure Economics in 1870, in which Walras 
demonstrated the general interdependence of economic quantities unfortunately 
remained unknown to the English-knowing world for about 80 years until 
it was translated in 1954 by William Jaffee. For Walras ‘‘the system of the 
economic universe reveals itself, at last, in all its grandeur and complexity: 
a system at once vast and simple, which, for sheer beauty, resembles the astrono¬ 
mic universe". 

There is evidence to show that Cournot, who is credited for having developed 
the partial demand curve in 1838, recognised that for a complete and rigorous 
solution of the problems relative to some parts of the economic system it was 
indispensable to take the entire system into consideration. He, however, felt that 
“this would surpass the powers of mathematical analysis and of our practical 
methods of calculation even if the values of all the constants could be assigned 
to them numerically".* It was the singularly great achievement of Walras to 

’Richard H. Leftwich, The Price System and Resource Allocation (Third Ed.), p. 329. 

8 Walras occupied the chair in 1870 until he retired in 1892. In Schumpeter’s opinion, “so 

far as pure theory is concerned, Walras is.the greatest of all economists’*. ( History of 

Economic Analysis, p. 827.) 

’‘Antoin Augustine Cournot. Researches into the Mathematical Principles of the Theory of 
Wealth (1838), p. 127. 
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devise a mathematical system with the help of which he succeeded in showing 
the interdependence between all the parts of the economic system emphasised by 
Cournot. The general equilibrium system outlined by Walras gives a bird’s-eye 
view of the whole economic universe. 

The general equilibrium analysis proves that when one economic variable 
changes, others also change. Suppose, the price of butter increases. Assuming 
everything else to remain unchanged, i.e., ceteris paribus, the law of demand 
developed through the apparatus of partial analysis tells us that reduced quantity * 
of butter will be bought, and there the matter ends. But when further ramifica¬ 
tions are also taken into consideration, this conclusion—that less quantity of 
butter will be demanded at the higher price of butter—may or may not follow. 
The quantity demanded of margarine, which is a substitute for butter, will 
rise and consequently its price will also rise. The quantity demanded of the com¬ 
plementary goods such as bread and jam will decrease and consequently their 
prices will fall. In a way, directly, all goods are substitutes for each other in so 
far as they all compete for the use of consumers’ money. If less is spent on 
bread and butter more may be spent on clothes, books and children’s education. . 
If the manufacture of the cloth obeys the law of decreasing cost, its price may 
fall resulting in the increased consumer purchases. These changes that take place 
in the consumer goods sector of the economy will cause factor shifts causing in 
consequence changes in producer's sector. Labour and capital will be withdrawn 
from butter and bread making industries while more capital and labour will be 
employed in the cotton textile industry. More production of cloth means greater 
demand for cotton. Consequently the land use will shift from fodder and food- 
grains to cotton. All this will cause changes in factor incomes and the demand 
for them. Consequently, there will take place further changes in the demand 
for consumer goods and their prices, and so on. In this way, general equilibrium 
presents an overall framework of basic price-output inter-relationships for the 
entire economy including both commodities and factors of production. It 
purports to show mathematically that all prices and outputs produced can 
adjust to levels that are mutually consistent. 

Taking cognisance of the interdependence between all the prices, these can be . 
determined mathematically in a market economy. The quantity demanded of a 
good is a function of its price, i. e. t price is an independent variable while the 
quantity demanded is a dependent variable. Besides its own price, however, 
the quantity demanded of any one good includes prices of all other goods as 
variables, for a consumer will not be in a position to decide how much of one 
good he should buy unless he also knows the prices of the other goods. Taking 
a total of n goods, the total demand for anyone of these goods will be deter¬ 
mined by the prices of all of them. Representing the aggregate demand for 
each good by Z> 4 , D z . D .. D n and the price of each by Plt p a , p 3 . 

. Pll an equation can be written for each commodity showing that amount 

demanded is a function of all prices : 

D l =F l (Pi, Pi, Pi .P") 

D t =F t (Pi» Pi » Pa . P"> 

D % =F % Oi, Pa, Pa—;.P*> 

P») 


D —Fn (Pi, Pa. Pa 
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Since in equilibrium the amount demanded of any one good equals the 

amount supplied of that good, D t —S 2 \ D^=S 3 . n n. 

Substituting supply for demand in the above equations we get. 


5 l =/ r l Pi .P") 

S t =F, ( p x% p :t p 3 ./>») 

S 3 =F 3 (p lt p it p„ .Pn) 


S„=Fn (p„p 2 > Pi .P") 


It is assumed that supply is given and fixed. With n number of goods 
there are n unknown prices. Since we have one equation for each good, there 
are n number of simultaneous equations and these are sufficient to determine 
the n unknown prices. As soon as all the prices are known, the aggregate 
demand for any one good can be calculated. 

General equilibrium analysis enables us to sec the picture of the entire eco¬ 
nomy whereas partial equilibrium analysis reveals only part of the picture. By 
looking only at any one part of the picture we cannot get a true idea of the 
picture for the simple reason that part can never portray the whole. Nor can we 
by looking at the picture in general know the minute details of any particular 
part. Thus, the two analyses arc complementary rather than competitive in 
character. “When the impact of an economic disturbance is of sufficient magni¬ 
tude to have repercussions throughout most of economy, general equilibrium 
analysis provides the more relevant answers regarding its ultimate effects. Parti¬ 
cular equilibrium analysis handles the splash. But waves and then ripples arc 
set up from it affecting one another and affecting the area of the splash. The 
ripples run farther and farther, becoming smaller and smaller, until eventually 
they dwindle away. The tools of general equilibrium are required for analysis 
of the entire series of readjustments.” 10 

Although general equilibrium analysis was first developed by Walras in 1864 
it is still in its infancy. Since it stipulates to deal with the problem of interrela¬ 
tionships of all parts of the economy, it necessarily becomes extremely complex 
beyond the comprehension of the average student. Walrasian treatment of gene¬ 
ral equilibrium is mathematical lacking simplicity. The Walrasian system of 
general equations is static because basic determinants like consumer preferences, 
production functions, factor supply functions and forms of competition do not 
change through time and no effort is made to specify the path by which the 
economy approaches equilibrium. It also does not tell whether the equilibrium 
attained will be stable or unstable. In recent years Professor Leontief has deve¬ 
loped the theory of general equilibrium through input-output analysis. The input- 
output analysis proves the interdependence between industries such that the 
output of some industry A constitutes input for some industry B. It is expected 
that through the input-output approach it would be possible to analyse and 
measure statistically the effects of major economic disturbance upon the economy. 
The practical limitation of general equilibrium theory relates to the difficulty of 
estimating the different variables in a general equilibrium system so that the 

^Richard H. Leftwich. Ibid., pp. 329-30. 
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equations could be solved in quantitative terms. The exceedingly complex nature 
of the actual economic system makes this extremely difficult. 
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THE CONCEPT OF DEMAND 


a—-- 



1. THE DEMAND FUNCTION 

A LTHOUGH the problems that the theory of consumer demand studies arc 
many, basically, however, the problem is one of knowing the exact nature 
of relationship between the given change in any one or more ol the demand- 
determining variables and the induced change in the amount demanded of any 
given commodity. In other words, the theory of consumer demand is concerned 
with furnishing answers to questions such as: In what manner will the amount 
demanded of any given commodity A be alTcctcd when the price ol A changes 
(rises or falls); or. how will the amount demanded of commodity A be alTcctcd 
when the price of some other related commodity B changes (rises or falls); or 
else, how will the amount demanded of commodity A be influenced when 
consumers’ income changes, etc.? Consideration of these and the like questions 
that arise in connection with the demand analysis have been tackled through the 
devices of price elasticity, cross elasticity and income elasticity of demand etc. 

Notwithstanding the fact that traces of the statements relating to the nature 
of the relationship between the price and the amount demanded of any given 
commodity can be found in the early works, nearly two centuries old, such 
statements were mostly ‘meaningless and sterile*. 1 The law of demand was first 
stated in precise language by Augustin Cournot in 1838. According to Cournot, 
the quantity of an article demanded per unit of time was a function of its price; 
in other words, demand was price-determined. Cournot stated the law of demand 

in these words : “. the sales or the annual demand D is, for each article, a 

particular function F ( P ) of the price P of such article. To know the form of this 
function would be to know what we call the law of demand or of sales” - 
Mathematically this could be expressed in the question form 
; ' D=-/*(P) 

Cournot’s law was subsequently refined and elaborated by Alfred Marshall. 
Marshall’s statement of the general law of demand runs thus: “The greater the 
amount to be sold, the smaller must be the price at which it is offered in order 
that it may find purchasers; or, in other words, the amount demanded increases 

'For some earlier references on this subject sec Henry Schultz, The Theory and Measure¬ 
ment of Demand (University of Chicago Press. 1938), 3rd imp., pp. 5-7. 

^Antoine Augustin Cournot, Researches into the Mathematical Principles of the Tlieoiy of 
Wealth , trans. Bacon (New York, 1897), p. 47. 
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with a fall in price, and diminishes with rise in price.”* Marshall’s statement 
makes it clear that the amount demanded of any commodity is a decreasing 
function of its price. 

A consumer’s demand for any given commodity refers to the various amount 
of it the consumer would buy at the different prices per time unit. Demand is 
always at a price and the term makes no sense if it is not related to a price or 
set of prices of a commodity. An imaginary demand schedule for tea for an 
average middle class consumer is given below: 


Y 



Fig. 6.1 


o i *r x „ Quantity of Tea 

Price of Tea * Demanded 


(per kg. in rupees) y n kgs ) 

5-00 1 

4-50 2 

4-00 3 

3-50 4 

3-00 5 

. . 

etc. « tc - 


In Fig. 6.1 we measure the quantity of tea demanded per unit 
different prices on the -T-axis and the different prices at whichdlHiqurtM 
of tea will be bought by the consumer on the V-axis. By taking 
prices of tea and quantity of tea demanded at each powbte ““ f 

points >4. B, C. E, F, etc. These points form the >ocus °f tbc dcm n d ujvc By 
joining these points we get DD demand curve which 

between the price and quantity demanded of tea per unit of W, say. JNtmM th. 
We can take any particular price and read out the ^ 

tea demanded at that price. Conversely, we can read the price f r y gi 

quantity of tea. 


Market Demand Curve , . , _ . 

The derivation from the individual demand schedules of the market^ demand 
schedule is simple. In a locality or market there are many consumers each w th 
his own particular demand schedule, showing how much 'ach 'vi' buy of a 
particular good at different prices. The market demand curve .s the sum of the 

demand curves of individual firms. . ri^-mand 

The adding of the individual demand schedules for denvmg the market dema d 

sched-ilc is quite simple. In this technique wc simply add laterally all 


’Alfred Marshall, Principles of Economics . (8th ed. Reprint, 1949), p. 84. 
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individual demand curves to obtain a consolidated market demand curve for the 
commodity as has been done in Fig. 6.2 below. 



---X 


In Fig. 6.2 demand curves D lt D z and D i represent the demand curves of 
consumer 1. consumer 2 and consumer 3 respectively. Supposing these three 
consumers constitute the entire consumer group in the small community. The 
total or market demand curve will be the lateral summation of these three 
individual demand curves as shown by the DM demand curve on the extreme 
right. This demand curve has been obtained by adding horizontally the quantity 
axis lengths corresponding to each price. 

In the language of mathematics, the demand function can be written as 

D x - F(/>„ />«. Y, r, W) 

where D x represents demand for a good •A', P x for price of good X, P , for the price 
of related goods, Y for income, T for tastes and preferences of the consumers 
and W for wealth and its distribution. The above demand function illustrates 
the rate of purchase of commodity X as determined by the changes in the above 
determinants. For example, quantity of X demanded varies inversely, with P Xt 
whereas P, t Y, T, and W are held constant. 

A difficulty regarding the nature of the market demand curve should be noted. 
Suppose an article is homogeneous and identical; in such a case, consumers will 
have no preferences for particular brands or makes of the product because 
they do not exist nor will they have any preference for the product sold by the 
different sellers. In such a case, the market demand curve is precise and definite 
and shows how much quantities of the commodity consumers will buy at different 
prices. In reality, however, most of the commodities have different brand names 
and are differentiated by the consumers for various reasons such as differences 
in names, colour, shape, quality, the nature of the seller, etc. Consequently 
every consumer has his own definite preference for a particular brand of a 
commodity. A consumer, for example, does not have a demand schedule for 
tea but for a particular brand of tea. say Liptons or Brooke Bond tea and even 
here he differentiates as between the different brands of Liptons or Brooke Bond 
teas. The amounts which a consumer will buy will depend not only on the price 
of the particular brand but also upon the price and supply conditions of other 
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brands of the article. Moreover, under product differentiation, the selling price 
of the product may not be identical. The same article may be selling at different 
prices in different shops or there may be different prices for different brands of 
the article. In these cases, it is difficult to think of prices and clearcut total 
demand curve for the commodity. Instead of speaking about the total demand 
curve? for Hamam, Lux, Rexona etc.—/. e., a separate market demand curve for 
each brand of the product. Even here, however, it is not entirely meaningless 
to think of the market demand curve for soap which would be a 
summation of the market demand curves for different brands of toilet soaps and 
washing soaps. 

2 THREE KINDS OF DEMAND 


Economists distinguish between three kinds of demand—price demand, income 
demand and cross demand. Price demand refers to the various quantities of a 
Y commodity or service which 



Quantity Demanded of Tea 


the consumers will buy per 
time unit at certain hypotheti¬ 
cal prices, all oilier conditions 
remaining the same. People 
arc concerned all the time with 
the price demand and conse¬ 
quently the economist frequen¬ 
tly talk of only the price 
demand. Fig. 6.3 illustrates 
the usual price demand curve 
which is sloping negatively 
showing the direct and inverse 
relationship between the price 
and the amount demanded of 


Fig. 6.3 a commodity, say of tea. 

Income demand refers to the different quantities of a good or service which 
consumers will purchase at different income levels, other things remaining the 
same. In this case, the demand schedule will indicate different incomes on 
T-axis and corresponding quantities of the commodity demanded on the ,Y-axis. 
Generally the demand for goods will increase with the increase in the incomes. 
These goods may be considered as superior or normal goods for they are pur¬ 
chased in larger quantities as consumers* incomes rise. Fig. 6.4 (A) shows the 
income demand curve for a superior or normal good. The demand for the 
commodity increases with the increase in the incomes of consumers. When 
theic income is OR, the consumers purchase QQ amount of commodity X. With 
the increase in their incomes from OR to OR x , the amount demanded of the 

commodity increases from OQ to OQ x . 

There are however, some commodities which are called inferior goods (for 
example dalda, gur or coarse cloth etc.) The amount demanded of these goods 
declines with the increase in incomes. Such a good is a special one and is known 





The Concept of Demand 69 


as “Giffen good”. 4 Income demand curve for an inferior good is shown in 
Fig. 6.4 (B) where with very increase in the income of the constimers> 

the amount demanded of the good decreases. whcn their in- 

income is OR they demand OQ amount of commod.ty X % but when 


Y Y 



Fig. 6.4 


come increases to OR x they demand less quantity of the commodity i. c. OQ t . 
Compare this situation with that in Fig. 6.4 (A) where the consumers increase 
their purchases of the commodity as their income increases. Thus while in the 
case of a superior or normal good the income and amount demanded arc 
positively correlated, in the case of an inferior good this correlation is negative. 

Cross demand refers to the amounts of commodity X which the consumers 
will buy at various prices, not of X but of some related commodity Y, other 
things remaining the same. In general, all goods are related through money be¬ 
cause when the price of a commodity changes, the consumer’s real income 
changes which affects his purchases of other goods. If the price of, say, cigarettes 
falls, there is more money available with the consumers which they can spend 
either on enjoying cinema shows or on purchase of books. We are not, however, 
interested in this type of general interrelationship between the goods. There is 
a close relationship bettveen certain goods as. for example, between different 
types of beverages such as coffee, tea. cocoa, etc., or between tea and sugar. 
Among the closely related goods, the relationship can be either substitutive or 
complementary. Goods are substitutes or competitive for one another if a rise 

‘A 'Giffcn good'is a special-case inferior good and is named after Sir Robert GifTcn who in 
the 19th century pointed out that a "rise in the price of bread makes so large a drain on the 
resources of the poorer labouring families and raises so much the marginal utility of money 
to them, that they arc forced to curtail their consumption of meat and the more expensive 
farinaceous foods: and. bread being.still the cheapest food which they can get and will take, 
they consume more, and not less of it." ( Marshall . Principles, 8th cd. 1949 reprint, pp. 
109-11.0.) Although Giflen good is an inferior good but every inferior good cannot be a 
Giflen good for while in the case of an inferior good income effect is negative, in the case of 
a Giflen good the negative income effect is also powerful enough to more than swamp the 
positive substitution effect of a given price change. 
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in the price of one good —prices of the others remaining the same —will induce 
consumers to go in for the latter. Thus, the quantity demanded of tea may in¬ 
crease 5 not because the price of tea has fallen, but because the price of coffee has 
risen. Goods are complementary (jointly-demanded) when they are used toge¬ 
ther to satisfy a given want—the demand for one will automatically lead to the 
demand for the other. In some cases there is absolute complementarity as, for 



(A) (B) 

Fig. 6.5 


example, between cup and saucer or between cycle tyre and tube; while in others 
there is less degree of complementarity as, for example, between shirts and pants. 
In the case of complementary goods when the price of one good rises, the 
amount demanded of it will decline, causing decline in the amount demanded of 
the other good also (the price of the latter is assumed to be the same) and con¬ 
versely when the price falls. Cross demand is illustrated by means of Fig. 6.5 
(A) and (B). 

In the above diagrams the Af-axis measures the quantity demanded of commodity 
X while the T-axis represents the price of commodity Y. In Fig. 6.5 (A), which 
represents the case of two substitute goods X and Y, when the price of commodity 
Y increases from OR to OR l the quantity of commodity X demanded increases 
from OQ to OQ x . On the other hand, in Fig. 6.5 (B), which represents two 
complementary commodities X and Y, a rise in the price of commodity Y from 
OR to OR | is responsible fer the decrease in the amount demanded of commodity 
X from OQ to OX v 

It should be emphasised here that of these three types of demand, the one 
predominantly used is the first viz., price-demand. This demand is also called 
conventional demand. 

*With respect to its own price, the demand curve shifts upward to the right showing that 
at a given price of the good more amount is being demanded when the price of the substitute 
good rises and vice versa. In the case of complementarity the demand function drawn with 
respect to its own price shifts downward to the left when the price of the complementary good 
rises and vice versa. 
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3. PERVERTED OR GIFFEN GOOD PRICE DEMAND 

We have seen that, ceteris paribus, the demand for a normal good is a function 
of its price such that the change in the amount demanded takes place in the direc¬ 
tion opposite to that of the 
change in price. Thus the amou¬ 
nt demanded and the price of a 
good arc negatively correlated. 

The price demand curve conse¬ 
quently is negatively sloped. 

In the case of a special-case g 
inferior good known as the £ 

Giffen good the normal price- 
quantity demanded relationship 
is perverted and the amount 
demanded increases (or de¬ 
creases) as the price of the good 

rises (or falls). Consequently Quantity 

for such a Giffen good the price Fig. 6.6 

demand curve is positively sloped as shown in Fig. 6.6. 

In Fig. 6.6 when the price is OP the quantity demanded is OQ. When the 
price rises from OP to OP x the amount demanded, instead of falling, increases 
from OQ to OQ x , Giffen good case is not, however, of much practical 
interest. 

4. DETERMINANTS OF THE DEMAND CURVE 



We have shown that, ceteris paribus, the quantity of a commodity purchased 
is dependent upon its price in the case of price demand. There are, however, a 
number of determinants on which a demand schedule for a good is based. 

The first major determinant for the demapd of goods and services is the 
intensity of consumer preferences for them. Although it is beyond the scope of 
economics to discuss all the various factors involved in conditioning the consu¬ 
mer preference pattern, we shall mention here tastes, habits and customs which 
influence the consumer preferences for goods. Consumers become accustomed 


to the use of certain goods and they may not change the use of such goods 
unless sufficient impetus is applied. Furthermore, consumer preferences are 
considerably moulded by customs and conventions observed in a particular 
society. Tastes, habits and customs on which consumer preferences are depen¬ 
dent can be influenced by advertising and salesmanship and frequently producers 
find it profitable to do so. Since relative preferences for one commodity com¬ 
pared to those for others are significant in determining the height of the demand 
curve for a particular commodity, changes in relative preferences cause shift in 
the demand schedules. In short, changes in consumer preferences are brought 
about by changes in tastes, fashions, styles, habits and customs as well as through 
successful advertising campaigns undertaken by the producers. 

WhiCh lnl1uences lhe hci s hl of a demand curve is 
the income and wealth of the consumers. Ceteris paribus, the quantity of goods 
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and services which a consumer can buy depends upon ihe size of his disposable 
income and wealth. Changes in income will, therefore, necessarily be accompa¬ 
nied by changes in the purchases of various goods and services, the degree of 
change varying widely with different types of goods. Some commodities—nece¬ 
ssities, for example -arc not very responsive to changes in income, while others 
superior goods—respond substantially to changes in income; purchases in 
certain cases increasing at a faster rate than the corresponding increases in 


income. 

I wo observations may be made here as regards changes in consumer income 
and its effect on the demand schedules. In the first place, the influence of 
change in the consumer's income upon the quantity demand may not be mani¬ 
fest immediately and that in most cases the demand is influenced not only by 
the change in the current income but also by the accumulated income of the 
preceding periods. Secondly, the influence of income change upon demand is 
affected by the marginal propensity to save of the consumers. If the marginal 
propensity to save is low, a large portion of the additional income earned will 
be used to buy additional goods and thus income elasticity of demand will be 
high. If on the other hand, the marginal propensity to save is high, most of 
the additional income received will be saved and consequently only a small por¬ 
tion of the incremental income will be used to purchase additional goods. Income 
elasticity of demand will consequently be low. Thus, the height of the demand 
schedules will depend upon the levels of current income as well as upon the 
volume of accumulated wealth. 

Another major determinant of the demand for a commodity refers to the 
availability and the prices of related goods. The influence of the prices of other 
goods is dependent upon the extent to which the latter can be substituted for the 
particular good—the greater the possibility of substitution the greater will be the 
influence of their prices on the amount demanded of the particular good. Shifts 
in the prices of substitute goods will alter the demand curve for a commodity 
and a precise measurement of the influence of change in the price of one good on 
the amount demanded of the other is provided by the concept of cross elasticity 
of demand. 

Again, expectations about the future price of the commodity in question, as 
well as of those which are its substitutes will affect the height of the demand 
curve of a good. If consumers anticipate a rise in the price of a given commodity 
thev may buy large quantities in anticipation of the price increase and thus 
cause substantial increase in the demand schedule. Conversely, if the price is 
expected to fall, then the consumers will curtail their present purchases, some¬ 
times drastically. The height of a demand curve is thus affected by the expecta¬ 
tions about future prices. It should, however, be noted that these expectations 
can change frequently and hence the influence on demand of this factor may be 


Las.lv demand for a good will depend upon .he number of consumers m the 
m .rkei The number of consumers in turn will depend upon : (0 the size of 
population in the country: and <«) the accessibility on the part of various persons 
, P T C markct for a particular commodity. Increase a population, for example, 
vil lead .o an increase in the demand for a good. A reduction in customs duties 
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and removal of trade barriers will allow more persons to enter a parlicular 
market causing the demand for the product to increase. 

Any particular demand schedule showing the relation between the pr.ee and 
the quantity of a commodity demanded will be dependent upon the above- 
mentioned factors. When we speak of the total or market demand, we assume 
that the above determinants are applied to all the individuals constituting the 
market. We also assume that these determinants remain constant or unchanged 
for the period for which the demand curve is constructed. We further observe 
that these five factors or determinants on which the demand for a commodity 
depends can change only in the long period and, therefore, a higher or lower 
demand curve to the one already constructed can come into existence only over 
a long period of time. 

5. SHIFT IN DEMAND 

We have explained that the demand for any commodity, besides its price, depends 
upon such considerations as the income, tastes and preferences of the consumers, 
prices and availabilities of substitute and complementary goods, and anticipa¬ 
tions regarding future price. Whenever these factors change, the demand for the 
commodity will also change. Consequently we must have a new demand schedule, 
the existing one being no longer valid. An increase in the income of the consu¬ 
mers will mean that the latter will now buy larger quantities of the good at given 
prices or buy the same quantities as before at higher prices. In other words, a shift 
in the factors on which the demand for a commodity depends manifests itself as 
a change in the entire demand schedule. New demand curves, as shown in Fig. 6.7 
will consequently come into existence, which may be higher or lower as compared 
to the previous demand cj;ve depending upon how the various demand-deter¬ 
mining factors have changed. 

In Fig. 6.7, DD represents the original demand curve based on certain 
assumptions. When these assumptions change favourably for th<* commodity in 
question, a new higher demand curve D X D X comes into existence. D,D 2 
represents a demand curve 
when the determinants of* 
demand have been affected 
unfavourably. At price, OP 
quantity OQ of good X is 
normally demanded. When, 
however, consequent upon a 
change in the determinants of 
demand, consumers’ incomes, 
tastes and prices of other goods 
etc.-the demand curve changes, 
the quantity demanded at the 
same price could be either OQ x 
or OQ 2 . Similarly, a given 

quantity OQ 3 would be origi- Quantity Demanded 

nally demanded at OP 3 (=O s R) 

price; but when the determinants of demand changeling a shift in the 
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demand curve, the price for the same quantity i.e. t OQ, would be either OP x 
(=£ 3 ^ 1 ) or OP, ( Q 3 R> ). Thus whenever the determinants of the demand for 
a good change, the demand for the good also changes. A change in the demand 
caused by a change in the determinants of demand is called an increase or 
decrease in demand and is represented by a new demand curve consequent upon 
the shift upward to the right or downward to the left of the previous one as 
shown in Fig. 6.7. ^ 

We should clearly distinguish between the change in demand, which comes 
about as a result of change in the conditions affecting the demand, from a 
change in the quantity demanded which results from the change in the price of the 
good. A change in the quantity demanded as a result of the change in the 
price of a given good alcne (other factors affecting demand remaining unchanged) 
does not involve the drawing of a new demand curve but is represented by the 
movement up or down a given demand curve as shown in Fig. 6.7 whereas 
result of the fall in the price of the good from OP to OP, (or the rise from OP 
to OP x ) the quantity demanded increases from OQ to OQ x (or decreases from 
OQ to OQ,). 

In Fig. 6.8 there has been no shift in the demand curve. Increased quantity 
OQ x is demanded when the price falls from OP to OP x . Similarly, when 
the price rises from OP to OP, the quantity demanded decreases from OQ to 
OQ,. The change in the quantity demanded is the result of a given change 
in price of the commodity alone because the other demand-determining-factors i 

remain unchanged. Such 



changes arc called extensions 
or contractions of demand. 

While an increase or decrease 
in demand refers to changes in 
the factors affecting the demand 
for a good and is represented 
by a shift of the entire demand 
curve, an increase or decrease 
in the amount demanded refers 
to a change in the price of the 
good alone and is represented 
by a movement along the same 
demand curve. The former is of 
significance when we consider 
long period changes because 


in the long period, the different factors affecting the demand for a good such as 
incomes, tastes and preferences of the consumers prices of related goods etc. v 


cannot be assumed constant. The latter is of importance only when we consider 
short periods. 

6 WHY DOES THE DEMAND CURVE SLOPE DOWNWARD? 


Wc are now in a position to explain the relationship between the price of a 
commodity and the quantity demanded. We have shown earher how the demand 
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curve based on the law of demand slopes downward from left to right (though 
the slope may not be uniform and may be steeper in some parts than in others) 
indicating that larger quantity will be demanded at lower prices. The law of 
diminishing marginal utility and the principle of income allocation explain why 
consumers buy more of any commodity at lower prices. 

In the first place, since the marginal utility curve has a negative inclination, 
the demand curve which is based on the marginal utility curve has also a nega¬ 
tive inclination—i. e. t it slopes downward. When a consumer is induced to buy 
larger quantities of a commodity—say butter—the marginal utility of butter 
declines progressively and hence the consumer will buy additional units of 
butter only when the price of butter falls. 

Some consumers may derive intense satisfaction from the consumption of 
butter, while others may experience less satisfaction from it. In other words, 
some like butter a good deal, while others do not like it so much. A fall in the 
price induces the former to buy more quantity of butter and the la'ter, who 
might not have purchased it at all at a higher price, to buy it, now that the price 
is reduced. 

Secondly, price reduction disturbs the equilibrium position which the consu¬ 
mer had attained before and necessitates reallocation of income as between 
different goods. Such a reallocation depends, however, upon two factors which 
result directly from the price reduction. Firstly, a fall in the price of a com¬ 
modity enables a consumer to buy the same quantity of the commodity with less 
amount of money. If a consumer was spending five rupees on coffee when the 
price was 50 paise per cup, i. e., he was buying 10 cups of coffee, he could get 
the same number of cups with four rupees if the price of coffee falls from 50 paise 
to 40 paise per cup. In other words, a fall in the price of coffee ••frees" some 
purchasing power for the consumer, which he can spend either on this commo¬ 
dity, or on others, partly on this and partly on others, or he can save it. In 
what particular way he will spend this ‘freed’ purchasing power (which is like 
additional income and hence is known as the income cfTcct of price change) will 
depend upon the relative marginal utilities of different goods. If the commodity, 
whose price has fallen, has relatively higher marginal utility for him, he would 
spend the whole or part of the freed purchasing power on this commodity. The 
income effect of a fall in the price of a commodity is, therefore, normally posi¬ 
tive in the sense that the amount demanded of a commodity increases and 
hence a fall in the price of a good will be accompanied by an increase in the 
quantity demanded of that good. But if the marginal utility of the commodity 
whose price has fallen is relatively low to the consumer, he will spend the freed 
purchasing power on another commodity. In this case, the income effect of 
price fall is zero and consequently has no influence on the quantity demanded.* 

The second effect of a fall in the price of a commodity is known as the 
subst.tut.on effect. A decline .n the price of. say. cigarettes increases the quan- 


°Th® income effect of price fall in ccru.n cases (when .he commodity whose price has 
faUen is a special case inferior good) may be necativr _ * wnosc price nas 

slitution effect. Consequently less quantity of the good wil| d be demanded^ ^ 

The situation is sometimes referred to as 'Giffen Paradox' * ^ as ,ts P™* 
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tity which money can buy and thus the marginal utility of a rupee worth of 
cigarettes is now more as compared to the marginal utility of a rupee worth 
of other goods, whose price has not fallen. There is thus a relative advantage 
in buying cigarettes instead of other goods, since cigarettes are cheaper. A 
readjustment in the purchase of cigarettes and other goods is essential to restore 
equality of the marginal utilities in proportion to their respective prices. 
The substitution effect of a price fall is always negative and hence larger 
quantity of a good will be bought at lower price. 4 

The various factors described above explain as to why the demand curve 
slopes downward, or in other words, why larger quantities of a good are 
demanded at lower prices. 

Although the demand curve slopes downward, it is possible to envisage cases 
in which it might slope upward. Sometimes people become more keen to pur¬ 
chase a commodity when its price has risen. This happens when they anticipate 
further increase in the price of a good. Thus, when the price of. say, wheat is 
soaring high and consumers expect that it will rise further with the passage of 
time they will be prone to increase their purchases of wheat not only to satisfy 
the present consumption but also to provide for future consumption. Cases of 
such exceptional demand curves sloping positively are also provided by such 
commodities as barley and rice, which satisfy hunger and provide energy more 
cheaply than other varieties of foodstuffs. When the price of millet 
rises, prices of other foodstuffs and the incomes of the consumers remaining 
unchanged, consumers will be compelled to readjust their expenditure in a 
manner so as to increase their purchases of millet which gives them more energy 
to satisfy their bare physical needs. Thus, the demand curve for a commodity 
like millet, jowar and bajra may slope upward over a part of its length. An 
upward sloping demand curve might also be envisaged in case of goods which 
satisfy snobbery. 
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CARDINAL UTILITY ANALYSIS 


rpHE theory of consumer demand, which studies the behaviour of a consumer 
1 faced with an economic situation has undergone various vicissitudes during 
the last hundred years or so. Although Adam Smith and. following him. the 
other classical economists believed that the value of a commodity defended upon 
the demand and supply but they explained it only in terms or tWf cost of the 
production, neglecting demand as a determinant of value. Adam Smith s con¬ 
clusion that utility could not determine value was related to his now-famous 
‘•diamond-water paradox”. Smith argued that in spite of the fact that water 
was more useful than diamonds the latter were more expensive than the former. 
Smith posed to himself the question: If utility was the sole cause of value, how 
could this come about? Thus he abandoned demand—utility—as a determinant 
of value of a commodity although it was a prerequisite for a commodity to 
command value. It took about a century for the utility approach to develop in 
the 1870’s when the great revolution overtook economic thought. The utility 
approach was developed simultaneously in England, France, and Austria in the 
able hands of William Stanley Jevons, Leon Walras and Carl Mcngcr respec¬ 
tively. Subsequent developments and refinements in the theory were made by 
Marshall, Clark and Fisher. The theory of demand as developed through time 
can be divided into (a) the cardinal utility analysis; ( b) the indifference curve 
or ordinal utility analysis; (c) the revealed preference analysis; and (</) the cardi¬ 
nal utility analysis involving risky choices. In this chapter we shall discuss the 
cardinal utility analysis of consumer demand while the remaining three analyses 
will be discussed in the next chapter. 

Assumptions of the Cardinal Utility Analysis 

Marshall, the most well-known exponent of the cardinal concept of utility 
assumes that utility is a measurable and quantifiable entity. A person can 
express the utility he derives from a commodity in quantitative terms. For 
, example, he may derive 10 units of utility—the cardinalists measure utility in 
imaginary units called •‘utils’*—from the consumption of an orange and 20 units 
from the consumption of an apple—i. e. the utility from an apple is double that 
of an orange. It is thus possible to compare in respect of size how much one 
level of utility is greater than another. There are, however, two approaches to 
the concept of measurability of utility. The first approach regards utility as 
measurable only in principle, f. e. t utility is only conceivable in quantitative 
terms, but can not be measured in.practice. According to the second approach, 
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utility is not only measurable in principle but also measurable in practice, in 
terms of money. Money, according to Marshall, represents the general pur- 
chasing power and, as such, it represents command over alternative utility-yiel¬ 
ding commodities. The amount of money which a person is prepared to pay for 
a unit of a good rather than go without it is the measure of the utility he derives 
from that good—money is the measuring rod of utility. 

A second assumption of the cardinal utility analysis is the concept of “indepen¬ 
dent utility *. By independent utility we mean that the utility which a consumer 
derives from a commodity is the function of the quantity of that commodity 
only and does not depend upon the quantity consumed of other goods. On this 
hypothesis, the total utility which a person gets from the whole collection of 
goods and services purchased by him with his income is simply the sum total of 
the separate utilities of the goods and services. In other words, utility is 
“additive”—separate utilities of different goods can be added to obtain the total 
sum of the utilities of all goods purchased. 

A third promise of the cardinal utility approach is that marginal utility of 
money is constant. While marginal utilities of goods diminish, as more of them 
is purchased and consumed, the marginal utility of money remains constant, 
even though the quantity of money left with the consumer actually 
declines. If money is used as a measuring rod of utility, the utility of money 
will have to be held constant. Prof. Tapas Majumdar states: “If money is 
supposed to provide the measuring rod of utility, then evidently, as with all 
measuring rods, its units must be invariant: it must measure the same amount 
of utility in all circumstances*'. Measurement of marginal utility in terms of 
money is only possible if the marginal utility of money itself remains constant. 

According to Marshall, constancy of marginal utility of money is not affected 
by a change in the price level. This is so because Marshall assumes that a 
person’s expenditure on any one thing is only a small part of his total expendi¬ 
ture. But this assumption of constancy of marginal utility of money is useful— 
the marginal utility curve itself (showing marginal utilities of a good in terms of 
money) becomes the demand curve of the good. 

1. DIMINISHING MARGINAL UTILITY AND THE LAW OF DEMAND 

The demand curves we have explained are based on a law called the “Law of 
Demand” which states that, other things being equal , larger quantities will be 
purchased at lower prices and vice versa. The higher the price of a good, the 
lower will be the quantity demanded and, lower the price the higher will be the 
quantity demanded. There are two approaches to the explanation of the law of 
demand. Until recently the marginal utility analysis has been the most popular 
approach. 

Meaning of Utility 

“Utility” is the attribute possessed by a commodity or service to satisfy a 
human want, to yield satisfaction to the consumer. It is the want-satisfying 
property or quality of a commodity. So long as a commodity has some use— 
has the capacity to satisfy some want—it has utility. Utility should not. however, 
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be confused with usefulness; the two terms are not interchangeable. Silk and 
nylon garments may not be so useful as the woollen ones in giving warmth 
during winter but so long as women demand them, these garments have utility. 
Liquor may have harmful effects and the drunkard may be aware of them but 
even so liquor has utility since it satisfies certain human wants. Possession of gun 
by a dacoit. may be dangerous and illegal, but it has utility alright since it is 
wanted by some persons and since it commands a price. The term “utility" has, 
therefore, no moral or legal implications. 

Total Utility and Marginal Utility 

A consumer buys a commodity because it gives him utility or satisfaction. But 
it is a psychological fact that when a consumer acquires more units of the same 
commodity during a given time period, the utility of the successsive units for 
him will be diminishing. The satisfaction which a consumer will derive from the 
consumption of the first orange will be more than the utility he would derive 
from consuming the second; the utility from the second orange will be more than 
that of the third and so on. Let us explain this psychological law with the help 
of the following imaginary schedule. 


Table 1. Total and Marginal Ufility 


Packets of Cigarettes 
Consumed per Week 
(1) 

Total Utility 
(2) 

Marginal Utility 
<3> 


0 

0 

0 


1 

4 

4 


2 

7 

3 


3 

9 

2 


4 

10 

1 


5 

10 

0 


6 

9 

— 1 


7 

7 

—2 



The term ‘total utility- refers to the total satisfaction derived by the consumer 
from the consumption of a given quantity of a good say. the packets of cigarettes 
a consumer purchases. Marginal utility, on the other hand, refers to the addi- 
ttonal utility denved from the consumption of an additional unit of the commo- 

Z. V- ", 23L,- KSf.'n - “t or ““ 


Mu ‘ = 7q\ 

where MUt, dUa, and dQ t each stands for the marginal utility change in , 1 . 
total utility consequent upon a unit chanee i u . ge ,n thc 

the total quantity and a unit change in the toUl oTT ,n -calculus) in 

marginal utility may be defined » the f g °° d A ' Thus 

* - -*- ™ - ZLSXX. 0 , mS.,”X u S= 


80 Principles of Economics 


fore, also be defined as the slope of the total utility curve. To say that marginal 
utility is the utility of the last unit is unscientific because all units of commodity 
being exactly alike there is no last unit. If 6 packets of cigarettes are consumed, 
then marginal utility of 6 packets of cigarettes will be the difference made in 
the total utility of 6 packets when an additional packet of cigarettes is consumed. 
Thus 

Marginal Utility=the addition made to the total utility by the addition of one 
more unit of a good. 

Total Utility=the sum of all marginal utilities. 

The law of diminishing marginal utility states that the more we have of a 
thing, the less is the satisfaction or utility that we derive from the additional unit 
of it. The law is based upon the observed fact that the utility of each succe¬ 
ssive unit of a commodity decreases (but is positive) until the satiation level is 
reached; after satiation the utility is changed into disutility. 

The above table brings out the well-defined relationship between the total 
and marginal utilities. As the schedule shows, to begin with, both the utilities 
arc equal, i. e. t the total as well as the marginal utilities of the first packet of 
cigarettes are identical. Thereafter, however, the two diverge according to a set 
order. While the marginal utility keeps on diminishing, the total utility conti¬ 
nues to increase as long as the marginal utility is positive. In other words, so 
long as the marginal utility from the packets of cigarettes does not drop to zero 
the total utility which the consumer derives from smoking cigarettes increases 
although the rate at which the total utility increases diminishes, i. e., the positive 
slope of the total utility curve goes on diminishing until reaches the zero-mark. 1 

This is the stage where the marginal utility is zero. The diminishing positive 
slope of the total utility function or curve reflects the diminishing marginal utility 
for as we have seen earlier marginal utility may also be defined as the slope of 
the total utility curve. Where the marginal utility is zero the total utility 
is maximum, and at this stage the slope of the total utility curve is zero which is 
another way of expressing that the marginal utility is zero. After this the slope 
of the total utility function becomes negative showing that the marginal utility is 
negative. This indicates a basic change in the psychology of the consumer 
suggesting that taste for the commodity has been replaced by a distaste for it. 
This will happen after the level of satiety is reached, where the marginal utility is 
zero The relationship between the total and marginal utilities can be diagramma- 
tically illustrated as shown in Figs. 7.1 (A) and 7.1 (B) which are based upon 
the figures relating to the total and marginal utilities as given in the foregoing 
,chedulc As is evident from the diagram the total utility is maximum when 
the marginal utility is zero. The shaded areas in Fig. 7.1 (A) show the positive 

*In tcims of the dilTcrcnlial calculus it would mean that while the value of the first deri- 
valivc is positive. (i.c. % >•> ). 'he value of the second derivative is negative 

( \ c -' U - 0 ^ where, however, the marginal utility is falling at a constant rate, the 

d-U 
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' / 
value of the second derivative will be zero ^ 
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but diminishing marginal utility upto the fourth unit. The marginal utilities of 
the sixth and seventh units are negative. Panel (B) of the diagram consists simply 
of these shaded areas. 



When the units of a commodity are not discrete but perfectly divisible, the 
total utility and the marginal utility curves would assume the form of continuous 
functions shown as TU and MU curves in the diagram. Thus the step-like 
functions follow from the discreteness of the commodity units. 

It may well be that the marginal utility of a commodity might rise over a 
certain initial range before it begins to fall. In that event the slope of the total 
utility function will first in¬ 
crease and thereafter diminish. y 

The total and marginal utility 
functions will look as shown in 
Fig. 7.2. 

As shown in Fig. 7.2 the 
marginal utility is increasing 
upto OA, it is thereafter dimini¬ 
shing but is positive upto B. 

After this stage it is diminishing 
and negative. Thus we can 
earmark three stages in the 
diagram. In the first stage the 
marginal utility is increasing; in 
the second stage it is dimini¬ 
shing but is positive while in 
the third stage it is diminishing and negative. 

• The '! W °f dimiDishing mar « inal u,ili, y may be attributed to the mutual interac- 
‘“"1?° <a«ors v/r.,, nd i vidua , wants are satiable and djfrerent goods afe 

not perfect substitutes of one another in the satisfaction of particular wants 
When a person uses more and more units of a commodity to satisfy a given 
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want, the intensity of want diminishes as the satiety level approaches. But 
the units of this commodity cannot be transferred to satisfy other wants and 
produce as much satisfaction as they yielded initially in the satisfaction of the 
first want. 

The law of diminishing marginal utility is based on the assumptions that 
(i) there is no time interval between the consumption of two units—in other 
words, the consumption of various units of the commodity is continuous; ( 11 ) the 
tastes of the consumer remain the same; and (i/i) different units of the com¬ 
modity are homogeneous. 


Criticisms of the Law 

Generally the following criticisms are offered against the law of diminishing 
marginal utility. Firstly, in the case of liquor, it is said, that the more a person 
drinks, the more he likes liquor, so that he can get drunk, i.e., the marginal 
utility of liquor is said to be rising and not falling. A careful consideration 
will, however, show that after a certain stage the marginal utility of liquor even 
for a drunkard will diminish and will be negative eventually, for had it not been 
so he would continue to drink indefinitely. 

Secondly, in the case of money, it is said, the more one has of it, the greater 
is the desire to acquire still more. This is particularly true in the case of a bom 
miser. It is, however, very difficult to believe that even in the case of a miser, 
the utility of a rupee when he has thousand rupees will be of the same order as 
that of a rupee when he has only hundred rupees in his possession. Moreover, 
the fact that the miser spends an amount—however small it might be—on food 
and not on acquiring additional wealth indicates that the utility of food for him 
is greater than of the money which he spends to buy food. 

Thirdly, it is said that in the case of certain hobbies such as collection of 
stamps, coins, rare pictures by famous masters, etc., the more one collects of these 
the more is the desire to collect further. This is supposed to explain as to why 
a person is prepared to spend a large amount to acquire a particular stamp or 
picture. But if we consider this carefully, we will find that a person does not 
spend the increasing amount of money on acquiring the same stamp or picture 
but on acquiring a new stamp or picture which he does not possess When 
a person acquires additional units of the same stamp or picture h,s satisfaction 
from additional acquisition of the same sump or picture definitely diminishes. 

Fourthly, for the law of diminishing marginal utility to operate, it is necessary 
that the initial quantity of the good should be more than the •critica minimum 
quantity. For insUnce, if the initial quantity of petrol is too little to make 
the car start then the utility of an additional litre of petrol will increase rather 

1H Fifthly^'The law of diminishing marginal utility treats the goods as if these 
were o°r cornea" 

than diminish. mareinal utility is true in all cases of consumption 

j; r ™ -* —— 
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which states that larger quantities of a good will be bought at lower prices than 
at higher prices, is explained largely in terms of the principle of diminishing 
marginal utility. 2 As more of a commodity, say oranges, becomes available for 
purchase, its marginal utility to the consumer grows smaller and smaller and the 
consumer places a progressively lower valuation on additional units of orange. 
He will buy more oranges only if the price of oranges falls. 

2. THE LAW OF EQUI MARGINAL UTILITY OR RETURNS 

Tqjinderstand the law of demand, we should also study the law of equimargi¬ 
nal utility or the law of substitution, which is based on the law of diminishing 
marginal utility. __ 

' When a consumer has limited income to spend on the purchase of different 
goods and services, he allocates it not in a thoughtless, confused and haphazard 
manner, but with a clear idea of maximising his satisfaction^ We learn from 
every day experience that almost all people try to get the maximum for their 
money income. As a consumer buys a certain combination of goods_,ind 
services—food, clothing, housing, medicine, amusement, etc.—the more he gets 
of any one good or service, the lower is its marginal utility to him At the same 
time, since he has less money left with him for the purchase of other goods 
and services, his money possesses higher marginal utility. Since marginal utility 
di minishe s as additional units of a commodity arc acquired, a person must 
avoid exten ding purchases of any one commodity too far. but must exercise care 
in the allocation of his limited income on various commodities so as to attain 
the highes t total satisfaction. — 

For obtaining the maximum total satisfaction, the consumer will spend his 
income on various goods and services in such a way that the marginal rupee 
spent on each article or service gives him the same amount of satisfaction—that 
is, the marginal utilities of a unit of money’s worth (say of one rupee) of all 
commodities purchased are equal. Physical units are arbitrary and hence 
we are talking of money’s worth. For example, when we say that marginal 
utilities of cigarettes and coffee are equal we do not mean that the marginal 
utility of a packet of cigarettes is equal to the marginal utility of a cup of coffee. 
Packets and cups are two different units, so also are kilograms and metres. To 
make comparison between the utilities of two or more goods meaningful we 
make use of a common medium, viz., money such as a rupee worth or paisc 
worth. If marginal utilities are equal, one rupee worth of food will yield the 
consumer the same increase in his total satisfaction—/.e., the same marginal 
utility—as one rupee worth of fruits or cinema tickets or soap yields77 In other 
words, if marginal utilities of money units in different items of expenditure are 
equal, it is not worthwhile for the consumer to transfer his income-expenditure 
from one commodity to another. But if this equality of marginal utilities is not 
attained by a consumer, it will be to his advantage to spend a little lesson the 

’Diminishing marginal utility will give us the negatively sloping demand curve, but the 
fact that the demand curve has a negative slope does not always need the assumption of 
diminishing marginal utility to be made. In the case of dependence between the goods even 
when the marginal utility is increasing the consumer will not specialise in consumption 
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good that yielded him less satisfaction for the marginal rupee’s worth of it and 
use the money so released to buy a little more of another good on which the 
marginal rupee spent brought him greater satisfaction. He would gain by making 
a reallocation of his total expenditure as between different heads of expenditure. 

In other words, it would pay him more to transfer his purchases from those goods 
which yield him lower marginal utility to those which yielded higher marginal 
utility. Since a consumer goes on substituting the commodity or service that 
yields a higher marginal utility for another which has a lower marginal utility y 
for him until he reaches the stage where marginal utilities of all the goods 
which he buys are equal, this law is called the Principle of Substitution. It is 
also called the Law of Equi-marginal Utility or Returns because the consumer 
gets the maximum satisfaction only when equality of marginal utilities on all 
items of expenditure is attained. When the consumer attains maximum total 
satisfaction by distributing bis total income on different- items of expenditure 
in the above manner he is said to have attained equilibrium and he will not 
disturb this ideal distribution or allocation of his income. 

We shall illustrate consumer’s equilibrium by means of some imaginary utility 
schedules and diagrams. Suppose, a student consumer has Rs. 5 with him 
which he can spend either on cigarettes or on tea or on both. How will he 
budget his limited income to attain the maximum possible satisfaction? 

An imaginary marginal and total utilities schedule for cigarettes for a student 
consumer is given below. 


Table 2. Utility Schedule for Cigarette* and Tea 


Money Units 

Spent 

Marginal utility for 
Cigarettes 

Marginal utility for 
Tea 

1st Rupee 

40 

30 

2nd ., 

35 

25 

3rd ,. 

30 

20 

4th „ 

25 

15 

5th .. 

20 

10 


On the basis of the above utility schedule we get the consumer’s marginal 
utility curve for cigarettes and tea in Figs. 7.3 and 7.4. 

The two utility schedules clearly indicate that student consumer's preference 

for cigarettes is more marked, since beseems to receive more utility from his 
consumption of cigarettes than from his consumption of tea. If he spends his 
whole income of Rs. 5 on cigarettes alone, he will secure a total satisfaction 
equivalent to 150 units while if he spends his entire income on tea alone he will 
secure only 100 units of utility. He will not, however, spend his entire money 
income on one commodity alone. The normal consumer behaviour pattern 
shows that people do not specialise in consumption. Spending always.one>» 
income only on one commodity would involve monomania on ones part. Variety 
is the cream of life and it is from peoples’ preference for variety .n consumpt on 
that the problem of choice is bom. On the basic assumption that he wants 
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get maximum satisfaction, the consumer will continue to distribute his limited 
income on both goods, till the marginal utilities of a rupee worth of purchase of 


v r 



Fig 7.3 Fig. 7.4 


the two goods are equal. From our utility schedules, we can say that the maxi¬ 
mum satisfaction will be attained if the consumer spends Rs. 3.50 on cigarettes 
and Rs. 1.50 on tea. The maximum satisfaction will be about 162 5 utility units. 
Diagrammatically this is illustrated in Fig. 7.5. 

In Fig. 7.5 the marginal utilities of cigarettes and tea have been shown on 
vertical axes. The marginal uti 
comparison easy. The horizon¬ 
tal axis shows that the consu¬ 
mer has only Rs. 5 to spend 
on the two goods. The consu¬ 
mer will be in equilibrium, 
getting maximum satisfaction 
at point £, where the marginal 
utilities of expenditure incurred 
on cigarettes and tea are equal. 

At that point the consumer 
spends OR rupees on cigarettes 
and RO' rupees on the pur¬ 
chase of tea. Any other alloca¬ 
tion of income on these two 
goods will be uneconomic in 
the sense that it cannot yield 
him maximum total satisfac¬ 
tion. For example, suppose the consumer spends OM rupees on cigarettes and 
MO' rupees on tea. From the figure, we note that the utility of the marginal 
rupee spent on cigarettes is indicated by ML, while utility of the marginal 
rupee spent on tea is ML X which is lower by LL X . In this situation the consumer 
would gain by replanning his expenditure as between tea and cigarettes. It will 
be advantageous for the consumer if he transfers his purchases from tea which 
has a lower marginal utility, to cigarettes which has a higher marginal utility 
for him. By such substitution, until he reaches point E, the consumer can 


ity curve for tea has been reversed to make 
V Y 



MoneySpent on Cigarettes* 
■ Money Spent on Tea* 


o 

£* 

2 

ID 


Fig. 7.5 
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increase his total satisfaction by the amount represented in the diagram by the 
triangle LL X E. When he reaches E he derives equal satisfaction from the margi¬ 
nal money unit spent on the two goods and consequently the possibility of 
further substitution ends That the combination of expenditure corresponding to 
£ is the total utility-maximising combination for him he will come to know, if he 
spends more than OR rupees on cigarettes and consequently less than RO' rupees 
on tea. The gain of satisfaction by spending RN additional money on cigarettes 
is less than the loss of satisfaction suffered on account of withdrawing RN units # 
of money from tea. 

The principle of equi-marginal utility can also be stated in a different way, 
i. e., in terms of ratios of the Marginal utilities and the prices of different goods. 
Maximum satisfaction assumes that the allocation of income on different goods 
is made in such a way that the marginal utilities of different goods are propor¬ 
tional to their prices. Suppose oranges cost twice as much per dozen as do 
bananas. The consumer will then adjust his purchases of the two goods until the 
marginal utility of a dozen of oranges will be twice as great as the marginal 
utility of a dozen of bananas. Or, to take another example, suppose 

Price of one packet of cigarettes = Re. 1.00 paise 
„ .» c uP of coffee. =* 50 paise 

.“a - 25 P aise 

We can say that, at the margin, the utility of an additional packet of cigarettes 
is equal to that of 2 cups of coffee or that of 4 cups of tea. 

As long as the marginal utility-price ratio of different goods bought are not 
equal, a consumer could always gain by withdrawing the marginal money outlay 
from the low marginal utility-price ratio good and devoting it to the higher 
marginal utility-price ratio good. In a two-goods world consisting of good A 

Aft/, MUo . ... 

and good B with Pa and Pt as their respective prices if ~fi > - 7 — < hen ,he 


consumer would gain by withdrawing the marginal money unit from good B 
and spending it on good A. because the loss of utility represented by a lower 
MUb is less than the corresponding gain of utility, represented by MU ,. This 
would on the one hand, tend to lower the ulility of the marginal money unit 
spent on good A and. on the other hand, raise ihe utility of the marginal money 
unit spent on good B. Thus the marginal utilities of expenditure incurred on 
the two goods would approach nearer until the two were equal. The equality 


between and is the first condition of consumer equilibrium for in 


Pa 


such a situation the consumer would not gain^ra.her he would to* by making 
any change in the distribution of his outlay. For n number or different goods 
we can express consumer equilibrium thus. 


MUa 

Pa 


MUb MU' 
Pb 


MU. 


Pc 


• 0 ) 


Let us take a numerical example .0 illustrate this rule °f propo^cmaU^. 
Suppose the marginal utility of two goods A and B are given, as in the following 
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table. Suppose further that the prices of A and B are Rs. 4 and Rs. 9 res¬ 
pectively. 


Units 

MUa 

(Utils) 

i 

MUb 

(Utils) 



l 

40 

72 

10 

8 

2 

36 

63 

9 

7 

3 

32 

54 

8 

6 

4 

28 

45 

7 

5 

5 

24 

36 

6 

4 

6 

20 

27 

5 

3 

7 

16 

18 

4 

2 


On the left we have shown the marginal utility of A and B. But to compare 
marginal utility properly, we shall take the last two columns, in which we have 
reconstructed by dividing marginal utility of A by the price of A (Rs. 4.00) and 
marginal utility of B by the price of B (Rs. 9.00). The proportionality rule says 
that MU a !Pa=MUblPb. But we observe that the proportionality condition can 
be fulfilled at many points (as for example, 3 units of A and 1 unit of B, or 
4 units of A and 2 units of B t or 5 units of A and 3 units of B and so on). To 
find out the equilibrium, we require one more condition, that is, the amount of 
money available to the consumer. Suppose the marginal utility of money is 
7 utils, for a given money income. Consider the table again. We find that 
MU n lP a is equal to 7 utils for 4 units of good A and MUb/Pb for 2 units of good 
B. The consumer will be in equilibrium when he buys 4 units of A (Rs. 16.00) 
and 2 units of B (Rs. 18.00) and spends a total sum of Rs. 34.00. 

Thus, the proportionality rule is not adequate, as the equality of A/t/ a /P..= 
MUblPb=MUclP e . ..etc. can be achieved not only atone level but at different 
levels of expenditure. But the basic question is: how far does a consumer go on 
purchasing the goods he wants? This question is solved by the size of money 
income which a consumer has and the diminishing marginal utility of money 
income. After all. money too is subject to the principle of diminishing marginal 
utility; that is, the larger the money income, the lower is its marginal utility. 
The consumer can go on buying different goods till the marginal expenditure on 
each good becomes equal to the marginal utility of money to him. The second 
condition of consumer equilibrium, therefore, is: 


MU a MUb MU' 
Pa Pb Pc 


• • • 


= MU m 


...( 2 ) 


in which MU m stands for marginal utility of money. 

However, the exact proportions assumed by this equation may not be realised 
m practice for three reasons. In the first place, the equation assumes that for a 
consumer to attain maximum satisfaction, prices of goods and consumer tastes 
and preferences (on which utility depends) remain constant over a reasonably 
long per,od of time. In reality this is difficult to be realised. Secondly, many 
durable commodities I,Ice refrigerators, cars, etc., are expensive units and hence 


88 Principles, of Economics 


perfect adjustments in such purchases in marginal units and hence in the margi¬ 
nal utilities are out of the question. Thirdly, there are, of course, limitations to 
consumers* freedom to substitute in a free economy arising out of monopolistic 
production, advertising and other factors 
The third condition of consumer equilibrium requires that the consumer spends 
his whole income. This may be expressed as: 

Y=AP n + BP,.+CPc+ .-.... NPn. ...(3) 

where Y represents consumer's income. P* t Pb, Pe...lP* t prices of n goods and 
A t B , C. ... N the respective quantities bought. 

Applications of the Law of Equi-Marginal Utility 
The tendency to distribute a commodity (or a factor) among the various uses 
in such a way that the marginal utility (or productivity) in each use is equal 
applies almost to all branches of economics. Every individual endeavours to 
distribute his limited income and time between several needs and between his 
present and future requirements in such a way that the marginal utility of the 
resources employed in each use is the same. Any reorganisation of his expendi¬ 
ture will mean less total utility. In the case of a household economy , the principle 
of substitution or cqui-marginal utility is Constantly and continuously illustrated 
when the housewife spends 4he limited income of the household between food, 
clothing, recreation etc., so that the welfare of the household may be maximised. 

The principle is equally applicable to an industrial or agricultural economy. To 
maximise his profits, the entrepreneur or farmer is constantly substituting one 
factor of production for another, substituting the factor which gives him larger 
returns for the factor which contributes less to total output and stops the process 

of substitution at that point where the marginal returns or products from the 

different factors employed are equal. Similarly, in the matter of distributing his 
total assets among various forms, the asset holder will be in equilibrium when 
his psychological valuation of an extra rupee worth of all forms of assets is the 
same. This is the cqui-marginal returns principle. 

Thus, the law of cqui-marginal utility or returns is a universal law applicable 
to every branch of economic activity. 

3. DERIVATION OF THE DEMAND CURVE 


Wc can easily derive the conventional price-quantity demand curve with the 
help of the marginal utility analysis. According to the principle of d.mim- 
shing marginal utility, a consumer experiences diminishing marginal utility with 
every increase in the quantity of a commodity he prefers to consume. If margi- 
nal utility of a commodity can be expressed in terms of money (assuming 
constant utility of money) the marginal utility curve itself becomes the demand 
r >e If an apple gives Re. 1.00 worth of satisfaction, it is implied that the 
consumer is willing to spend Re. 1 .00 to get it. If the second apple gives 80 
paise worth of satisfaction, the consumer will be willing to pay 80 paise for 
fhc second apple; and so on. In other words, the downward slop.ng marginal 
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utility curve for apples will also represent the demand curve for apples to 
a consumer. 

Besides, a consumer is in equilibrium when he buys that number of apples at 
which the price of apples is equal to marginal utility of apples (MU= Price). 
When the price falls, the equili¬ 
brium is shifted downward as 
in Fig. 7.6. In this figure, MU 
curve represents marginal uti¬ 
lity of apples. At OP price, 
the consumer is in equilibrium 
at point R (Price = A/t/); he is 
willing to buy OQ number of 
apples; he can not demand 
more, as the price would be 
higher but marginal utility 
would be lower. However, as 
price declines to OP x and OP t , 
the consumer is able to buy 
OQ x and OQ t . At every point 
of equilibrium (R, R x and /?,), the marginal utility•-price. This implies 

that the marginal utility curve of apple can be regarded as the demand 
curve. 

We can derive the conventional demand curve by using the principle of equi¬ 
marginal utility. As mentioned already, the consumer is in equilibrium when 
the marginal utilities of two goods A and B arc proportional to their prices and 
that they are equal to the marginal utility of money. That is 


Y 



Fig. 7.6 


MIL MIL 



Suppose the price of good A falls but the consumers* income, tastes, etc., and 
the price of B remain the same (the assumptions of other things being equal). 
With the fall in price of A the above equation will be disturbed. With the lower 
price, the MUo/P* will be more than MUu/P,. or MU„ (marginal utility of money 
is assumed to be constant, despite the fall in price of A). We may illustrate this 
position with the help of Fig. 7.7. 

In Fig. 7.7 (A) and (B) we have illustrated marginal utility of A and B in 
proportion to their prices. OR is the marginal utility of money which is 
assumed to be constant. With OR as MU„, the consumer will buy ON units 
of A (at the price of P a ) and OQ units of B (at the price of P,,). When the price 
of A falls (P' 6 ) the MUJP'a is shifted upwards (calculate MU n assuming the 
price to fall from Rs. 4 to Rs. 3 in the previous table). With OR as MU„„ the 
consumer is now able to buy ON, of good A (there is no change in good B) In 
Fig. 7.7 (C) we have illustrated the derivation of the demand curve for good A 
with vertical axis representing price and horizontal axis representing quantity’ 
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We have taken two prices P, ■ and /*'« and the corresponding quantities demanded 
are ON and ON x respectively. 

4. CRITICISMS OF CARDINAL UTILITY ANALYSIS OF DEMAND 

The basic criticism of the cardinal utility analysis of demand arises from the fact 
that utility is not cardinally measurable. The argument is that since utility is 
non-mcasurablc, the theory of demand based on the cardinal utility approach is 
\aguc. The critic is apt to echo the motto of the natural scientist: “no measure¬ 
ment, no science.** But this criticism is losing its significance in recent years 
since many unmcasurablcs like energy, heat and light have made their appearance 
in the laboratory. 

The second criticism of the cardinal utility analysis is that the concept is based 
on the cardinal number system and not on the ordinal number system. According 
to the cardinal number system, utility can be added up and subtracted and the 
total and marginal utilities can be calculated. The cardinal utility analysis 
assumes that the consumer not only knows that he prefers good A to good B t 
but he can also give numerical expression to his desires, so much so that he can 
say that he prefers A, say, thrice as much as B. It is a big mistake that the old 
utility analysis Is based on the cardinal number system for while the consumer 
might be able to say that he prefers good A over good B he cannot say by how 

much he prefers A to B. 
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Thirdly, the utility analysis does not lay sufficient emphasis upon the income 
and substitution effect of a given change in the price of a commodity. The utility 
analysis explains that a fall in the price of a commodity will lead to larger de¬ 
mand as a result of income effect and substitution effects. But it docs not 
explain clearly how much of the total increase in the amount demanded is due 
to the income effect and how much is due to the substitution effect. The demand 
curve derived from the utility analysis is the usual price-quantity demand curve 
along which real income changes although money income remains constant. 
This demand curve does not show change in the amount demanded as the result 


of substitution effect alone. 

Fourthly, the assumption of constant marginal utility of money results in 
many practical difficulties. By assuming constancy of marginal utility of money 
even in the face of price change, Marshall ignores the income effect. It is 
because of this, that Marshall is unable to provide a satisfactory solution to the 
“Giffen paradox". 

Fifthly, the utility analysis analyses demand, assuming each commodity 
as an independent commodity. In fact, consumer’s demand is not really 
for one commodity only for every consumer prefers two or more goods 
together. In real life, one good is linked with the others like the links of the 
chain in which one link is intimately related to and profoundly influenced by 
others. If Marshall and others had realised the fact of dependence bet¬ 
ween the goods then it would not have been necessary to make the restrictive 
assumption of diminishing marginal utility in order to derive a negatively slop¬ 
ing demand curve; for even if marginal utility was increasing, it could not 
involve the problem of specialisation in consumption. 

Sixthly, utility analysis is inadequate to explain the demand for certain indivi¬ 
sible commodities such as a house or a car. Normally, a consumer buys only one 
such commodity. Hence the question of calculating the diminishing marginal 
utility and using this as the basis for the demand curve does not arise in such 
pkT' be ridiculous to construct an individual’s demand schedule for 

Philips radio on the basis of diminishing marginal utility such that a consumer 
W.II buy ° ne rad.o at the price of Rs. 1.000; 2 radios at Rs. 750; 3 radios a> 
Rs. 500 each: 4 radios at Rs. 400 each and so on. 

Lastly the utility analysis of demand seems to assume that consumers would 
buy additional units of the commodity when its nrirp fatu tk - 
is correct in many cases but not in aU cases A ri/h Th,s “P-on 
additional unit of the same brand of * 

ordinary consumers. Everyone likes variety because variety i s P ,he P * bl “ “n-f 

ssKr - come ~ a ~ - - -ht ris 

ofi h r,“^ ru , ty 

technique—has" been 
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INDIFFERENCE CURVE ANALYSIS 

► 


'T'HE development of the indifference curve or ordinal utility analysis as an 
^ alternative approach to the cardinal utility analysis of demand was, para¬ 
doxically enough, the result of the pioneering efforts of utilitarians, F. Y. 
Edgeworth (1881), G.B. Antonelr. (1886) and Irving Fisher (1892). The techni¬ 
que was subsequently developed by the well-known Italian economist Vilfredo 
Pareto who in 1906 rejected the Walrasian theory of value and developed his own 
theory based upon the indifference curve apparatus. Pareto was not, however, 
able to develop the technique perfectly and he failed to redefine complementarity 
and diminishing utility in nonutility terms. The unfinished work was completed 
by the Russian economist Eugen Slutsky who, in an article published in 1915, 
added to our knowledge of the technique of indifference curves. The fuller 
appreciation and understanding of the new approach was made possible two 
decades later through the painstaking efforts of J.R. Hicks and R. G. D. Allen 
who in 1934 wrote an article entitled “A Reconsideration of the Theory of 
Value”, in Economica presenting the indifference curve analysis. A detailed 
presentation of the indifference curve analysis is to be found in Hick’s pioneer¬ 
ing work entitled Value and Capital published in 1939. 

The great merit of the indifference curve analysis is that it circumvents our 
inability to measure utility cardinally and removes our dependence on the 
hypothetical character of the old utility analysis. Besides, it is possible to 
distinguish clearly between the income and substitution effects of a given change 
in the price of a good. 


Definition of an Indifference Curve 

The indifference curve analysis is based on the assumption that every 
consumer has a scale of ordered preferences which enables him to compare any 
two combinations of two or more goods and to decide whether or not a given 
combination of any two goods, say X and Y, is preferred, not preferred or 
equivalent to any other combination of * and Y. There would be some com- 
binations of * and Y which would be preferred by the consumer over a given 
combination of X and Y while there would be some others which he would reject 
in favour of this given combination of X and Y. There will, however be certain 
other combinations of rand Y which the consumer would rank equivalent to 
this given combination of * and Y. An indifference curve may, therefore £ 
defined as the locus of all those combinations of X and Y whLh yield eaiml 
satisfaction to the consume. In other words, an indifferencecunSanTo 
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utility or satisfaciion curve. A family or colleciion of indifference curves 
arranged in ascending order showing different levels of satisfaction is known as 
an Indifference map. An indifference curve situated farther from the origin of 
the axes of the commodity space is ranked higher than the one situated near the 
origin of the axes of the commodity space. Consequently the combinations of 
the two goods situated on a higher indifference curve are preferred over the 
combinations on a lower indifference curve. 

Assuming maximising behaviour on the part of the consumer—he always 
prefers more to less—we can construct a table of his ranking between the different 
combinations of two goods X and Y as follows : 


Table I. Combinations of two uoods X and >' 


Combination 

X 

Y 


Rank inf> 

(compared to 1) 

1 

30 

15 



2 

35 

20 


+ 

3 

40 

16 


+ 

4 

55 

24 


+ 

5 

28 

14 


— 

6 

15 

15 


— 

7 

10 

13 


— 

8 

25 

18 



9 

50 

17 


+ 

10 

10 

45 



II 

10 

5 


— 

12 

6 

70 


- 

13 

40 

20 


+ 

14 

50 

10 


«■ 

IS 

15 

30 


“ 

16 

45 

14 


+ 


From the above table it is evident that combinations 8 10 12 14 and 5 are 
ranked equal to combination 1 while combinations 2, 3. 4. 9. 13 and 16 arc 
preferred to combination 1. Combinations 5. 6. 7 and 11 are not preferred 
i <■ these are ranked lower-to combination I. Thus a curve passing through 
combinations 1. 8. 10, 12. 14 and 15 constitutes an indifference curve as shown 

in Fig 8.1. indifference curve IC is the locus of equal- 

ins evident from F,g. 8 1 that in , 2 I4andl5 . I, is also clear that 

satisfaction yie mg co w hich are situated above the indifference curve 

those comb.nat.ons ° * *" d ' ^ [he$e are preferred t0 lh0 se that lie on 

/C are ranked hig er combinations of X and Y which lie below 

the indifference curve, sim lar y Aose^comb n ^ curve 

“pi" " 0 81* Che ^ on the commodity surface 

i i r x 

e h aTeamarked by"! circle, then an tndifference curve will never lie in segments 


Indifference Curve Analysis 95 

(1) and (3). It will lie in segments (2) and (4) in such a way thatit passes 
Hugh combination 1. This means that an md,(Terence curve will have a 

negative slope. Only when X 
and Y have rigid complementa¬ 
rity, will an indifference curve 
that passes through combi¬ 
nation 1 be represented by the 
boundary lines between seg¬ 
ments (2) and (3) and segments 
(3) and (4). In the event of X 
and Y being perfect substitutes 
for each other the indifference 
curve IC will pass through 
combination 1 intersecting 
segments (2) and (4) and will 
have a negative slope with zero 
curvature. Fig 8.1 

Since an indifference curve is an iso-utility curve it means that the total utility 
or satisfaction remains unchanged along it as the quantities of the two goods 
possessed by the consumer change. In the language of mathematics it means 
that A^=*0 along an indifference curve. Mathematically an indifference curve 
is defined by the equation 



&U=U l &X+U' v &Y=0 


...d) 


which states that the change in the total utility caused through changes in the 
quantities of goods X and Y, which is equal to the marginal utility 1 of X t 
assuming Y constant. (U' x ) times the change in the quantity of X plus the margi¬ 
nal utility of y, and X is assumed constant, ((/'„) times the change in the quan¬ 
tity of y, is equal to zero, i. e., there is no change in the total utility. This can 
happen only when the value of the terms U' x t\X and U' V &Y is equal and the 
signs are opposite. In other words, when the quantity of one good increases 
the quantity of the other good must decrease along an indifference curve in such 
a way that the consumer experiences no change in his total satisfaction-—he is 
neither worse off nor better off by giving up one combination of X and Y for 
another combination of X and Y along an indifference curve. 


Indifference Map 

As stated earlier an indifference map is a collection of indifference curves 
where each indifference curve represents a certain level of consumer satisfac¬ 
tion. The different indifference curves in Fig. 8.2 are numbered in ascending 
order. The indifference curve labelled higher number is preferred to one labelled 
lowernumber.lt is because a higher indifference curve represents larger com¬ 
binations of X and Y in comparsion to a lower indifference curve. For instance, 
combination B will be preferred to combination A because it represents a 


•Marginal utility of A"or Y can be defined as the chance in ihi 
a unii change in X or Y. 


total utility resulting from 
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larger quantity of X (with an equal quantity of Y) in comparison to combina¬ 
tion A. It, therefore, follows that any combination of X and Y on IC 2 will be 


y 



preferred over any combina¬ 
tion of X and Y on 7C,. 
Similarly, C will be preferred 
over B and hence over A also) 
and so each combination of X 
and Y on /C 3 will be preferred 
over any combination of X 
and Y on /C, (and also on 
/C,). An indifference curve 
that lies close to the point of 
origin of the axes(0)represents 
X and Y in small amounts and 
hence smaller total satisfac¬ 
tion while the one that lies 
at a distance from the point 


Fig. 8.2 of origin of the axes of the 

commodity (O) reveals more of both X and Y and hence larger total satisfaction 
for the consumer. 


1. THE MARGINAL RATE OF SUBSTITUTION 5 


We started our analysis of indifference curves by stating that every consumer 
has a scale of preferences between any two goods X and Y and that the scale 
of preferences consists of a number of alternative combinations of these two 
goods which give the consumer the same satisfaction. If we sort out the various 
indifference or iso-utility combinations of X and Y from Table 1 we get the 
following indifference schedule which when represented in a diagram gives us the 
indifference curve of Fig. 8.1. 


Table 2. Rate of Substitution 


Combination 

X 

y 

Rate of 

Substitution 

MRSur 

1 

6 

10 

15 

25 

30 

50 

70 

45 

4AT-25T 

AT-6-25 y 

2 

30 

5AT-15 Y 

AT-3 y 

3 

18 

\0X-\2Y 

at- i -2 y 

4 

IS 

5at«« 3 y 

AT-0-6 y 

5 

6 

10 

20AT=» S Y 

AT--*0*25 y 


We notice one very important fact: as more units 
less units of Y need be given up to maintain the same 


of X are added, less and 
level of satisfaction. In 


• .. r.,iiv .nMkine redundant. Henderson and Quandt 
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our example, the consumer gives up first 6.25 units of Y for one unit of then 
only 3 units of Y for one unit of X, then only 1.2 units of Y for one unit of X 
and so on. In other words, the rate of substitution of Y for X in this ease is 
diminishing. A consumer's marginal rate of substitution ol one good fo^no her 
is the rate at which a consumer can exchange the quantity of one commodity 
for an infinitesimal quantity (usually we assume a umtl of the other without 
affecting in any way his total utility. To put it slightly differently the marginal 
rate of substitution of commodity Y for commodity X (S w ,) is the amount ol 
a consumer will be willing to give away for acquiring an additional unit of X 
without causing any change in the level of his total satisfaction. 3 Mathematically 
it might be defined as 


•V 




...( 2 ) 


This shows that the marginal rate of substitution might be looked upon as a 
ratio of the marginal quantities of the two goods. 

Generally speaking, the marginal rate of substitution will be diminishing in 
the case of any two commodities. This is but commonsense because addition of 
one commodity in a combination of two should mean, if the total satisfaction 
has to be maintained at the same level, the reduction in the amount of the other. 
Moreover the acquisition of additional units of one of the two ccmmoditics. say. 
of X in a combination will mean diminishing marginal utility for the larger 
units of X ; at the same time, reduction in the units of commodity Y will mean 
increasing marginal utility for the smaller units of Y. Therefore, the marginal 
significance of a unit of AT in terms of units of Y will be diminishing as the 
consumer gets combinations with more of X and less of Y. This is commonly 
known as the principle of diminishing marginal rate of substitution. It is this 
principle that follows the general rule that an indifference curve is convex towards 
the origin of the axes of the commodity space. 

The diminishing marginal rate of subsitution of Y for X (S yx ) 4 and the 
convexity of an indifference curve in relation to the origin of the axes resulting 
therefrom can be illustrated by means of Fig. 8.3 (A). If on the other hand 
the marginal rate of substitution of Y for X (S yx ) is increasing, then an indiffe¬ 
rence curve will be concave toward the point of origin of the axes as shown in 
Fig. 8.3 (B). 

Fig. 8.3 (B), in which the indifference curve is concave toward the point of 
origin (O) showing the increasing marginal rate of substitution of Y for X, does 
not represent normal consumer behaviour for it goes counter to the law of 
variety observed in consumption. The normal observed consumer behaviour 
shows that consumers do not specialise in consumption. Over a reasonably long 


3 What we have defined here as the marginal rate of substitution of Y for X (S yx ) has also 
been designated as the marginal rate of substitution of X for Y (Sr*) by many other writers. 

<Somc writers argue that since S yx dccreses when X increases (or Y decreases) and mcrcases 
when X decreases (or Y increases) we could speak of the principle of either increasing or 
ecreasing marginal rate of substitution of Y for X. Hence, to avoid confusion one could 

to P T 7 P k hC n « m,a ,nd,IIcrcnc,! curvc as being convex to the origin (Sec G. J. Stigler. 
Jhe liicory of Price, Rev. cd., p. 73). 
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period of time consumers do not spend their entire income on the purchase 
of a single good to the exclusion of other goods; in fact, they do the opposite. 
Over a very short period we might, however, conceive of situations in which 
consumers spend their entire income on the purchase of a single good. For 


r y 



(A) (B) 


Fig. 8.3 

instance, on a single day the consumer may spend his day's income on the 
purchase of a single good, say a tin of biscuits, instead of purchasing two or 
more goods. In normal situations, a concave to the origin indifference curve 
reflects monomaniac behaviour on consumer’s part. 

Between the normal situation of convex-toward the origin indifference curve 
and the non-normal situation of concavc-toward the origin indifference curve 
lie the uninteresting cases of perfect substitutes and perfect complements. Where 
the two goods X and Y are perfect substitutes the marginal rate of substitution 
of Y for X will be constant. In the case of perfect complementarity between .V 
and Y the marginal rate of substitution will be zero below the sharp kink, with 
infinite rate of substitution above the sharp kink. The indifference curve in the 
case of two perfectly substitute goods X and Y will be a negatively sloping 
straight line—it will have zero curvature—while in the event of .V ana Y being 
perfectly complementary to each other, the indifference curve will have a sharp 
kink in its slope toward the origin such that the indifference curve will have 
the shape of a right angle. Both these situations arc. however, not important 
from the practical point of view. Where the two goods arc such that they are 
perfect substitutes for one another—for instance one rupee and five rupee notes 
are perfect substitutes in the ratio of 5 to I—in reality it amounts to a single 
good, one unit of the good being substituted for another unit of the same good. 
Similarly, we rarely come across situations of perfect complementarity because, 
however important'a commodity maybe, some degree of substitution is gene¬ 
rally possible. Even in the process of production no input is absolutely indis¬ 
pensable-input ratios are not rigidly fixed ard modern technology docs allow 
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for some degree of flexibility although these ratios cannot be altered without 
limit. Figures 8.4 (A) and 8.4 (B) show the indifference curves relating to the 
two goods X and Y which arc perfect substitutes and perfect complements 
respectively. 

While Fig. 8.4 (A) shows a constant marginal rate of substitution of Y for X 
(S.jj). the marginal rate of substitution of Y for X ( S VI ) in Fig. 8.4 (B) is zero 
below the kink at D and infinite above the kink. Since the marginal rate of 
substitution is the slope of an indifference curve, there is a sharp change in the 



o 
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(A) 


}MRSyg- 
Klnk 




1C 


MRSyx^O 


Quantity of X 
(B) 


Fig. 8.4 

slope or the indifference curve at D such that it is infinite above D and zero 
t^° W . ' At the Point of kink D the marginal rate of substitution (slope of 
the indiflerence curve) is greater than zero but less than infinity. 

We defined the marg.nal rate of subsitution of Y for X (S VI ) simply as the 
ratio of marginal quantities of the two goods. P * 


>HX 


A Y 


A* 


‘' C ° U ' d y h ° W< i Ver - a '? c be eX P ressed ■* ratio of the marginal utilities 
equation ' d indifference curve by means of the following 


A V= V, A *+{/•„ A >'=0 

...(3) 

W,&X+U\AY=0 

.(4) 

W.&X — ir,&Y 

«..(5) 

IJividing both sides by U\ A* we get 


W* _ A Y 


V, a* 

...(6) 
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Since the term- £ >7 A* »$ nothing other than the marginal rate of substi¬ 
tution it follows that the marginal rate of substitution can also be expressed as 
the ratio of the marginal utilities of X and Y , i. e. t 



41 

A* 


...(7) 


The marginal rate of substitution 


of Y for X (S VI )= - 7 ^ is simply the slope 


of an indifference curve between two points A and B as shown in Fig. 8.3 (A) 
and (B) and Fig. 8.4 (A) when good X is changed by one unit. Since the term 
on the left hand side of equation (7) is the ratio of the marginal utilities of* 
and Y it follows that the term on the right-hand side of the equation, i. e -> s v* 
or the slope of an indifference curve represents the ratio of the marginal utilities 

of X and >'. 


2. PROPERTIES OF INDIFFERENCE CURVES 

There are five basic properlies of indifference curves. In the first place 
indifference curves have a negative slope, i. e.. they slope downward from left o 
right as shown in Figs. 8.1, 8.2 and 8.3. This means that if the consumer ha to 
maintain the same level of sat.sfaction when he acquires ^dmona un t of 
good X, he must part with some quantity of good Y. For. if the ind,fre ™“ 
curves did not have negative slope, their slope would either be zero (i. <•.. they 
would be horizontal lines) or positive (/. e.. they would be upward sloping to he 
right). In both these situations the indifference curves will not be iso-u.ihty 
curves unless one of the two goods was either a nuisance to get rid of which he 
consumer would require to be compensated in the form of £ 

other good. If an indifference curve was horizontal it would mean that the 
consumer gets the same satisfaction from more of * as he gets from l«s of X 
given the quantity of Y. This means that additional units of X have zero 
utility for him. Similarly, if an indifference curve sloped pw.Uvelyth>s wmid 
mean that more of both X and Y has the same total utility for him as that ot 
less of both X and Y. In fact, this clashes with our basic assumption “bout 

consumer behaviour-that the consumer a!ways prefers more to e». I • 

we conclude that indifference curves slope downward from left to right. .. .. 

IMS 

acquired, the smaller will be the number of * n - t of X will 

maintain the given level o satis ac ,o ^ ^ ^ CUfye whose s , op e 

dShes /s rSe -he right, will be convex toward the point of origin of 
the axes, as illestrated in Fig. 8.5. 




Indifference Curve Analysis 101 

point on the indifference curve. y 

It is possible only if to the left of 
the point of tangency the slope 
of the indifference curve is 
greater and to the right of the ^ 
point of tangency the slope is ~ 

less than the slope at the point ^ 

of tangency. In Fig. 8.5 the | 
indifference curve lies above the 3 
tangents drawn at K and L. 

This is true for any point on 
the indifference curve. Upto 
the right of K or L the slope of 
the indifference curve is greater Quantity of X 

than its slope at K or L while 

down to the left the slope is F '8 8 5 

less than at K or L. ...... , 

As we have, however, indicated earlier the principle of the diminishing marginal 
rate of substitution may not apply in all cases. The degree of convexity of an 
indifference curve depends up¬ 
on the ease or difficulty of 
substitution between the two 
goods. If the two goods are 
perfect substitutes then the 
indifference curves will be flat 
straight lines. The other 
extreme is the case of two 
commodities which cannot be 
substituted at all and which 
must be used in fixed propor¬ 
tions. It is impossible to replace 
the unit of one commodity by 
the units of the other and 
maintain the same satisfaction. 

The marginal rate of substi- 8 - 6 

tution is said to be infinite (or zero) and an indifference curve representing two 
such goods will contain a right-angled kink towards the origin as shown in 
Fig. 8.4 (B). 

The third property of indifference curves is that they never intersect. Since we 
assume that each indifference curve represents a particular level of consumer 
satisfaction it will necessarily be different from other indifference curves represent¬ 
ing other levels of consumer satisfaction. If two indifference curves intersect, it 
will mean that one satisfaction is at the same time greater or less than as well as 
equal to the other. But it is absurd. We can also prove this with the help of a 
diagram as shown in Fig. 8.6. 
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From the diagram, we derive that: 

(0 OX x quantity of tea-t-O^ quantity of cigarettes^ OX, quantity of 

teapoy, quantity of cigarettes 
1 1 his equation is derived from indifference curve 1C,.) 

(ii) OX x quantity of tea + OY, quantity of cigarettcs=OA'. quantity of 

'ca-f quantity of cigarettes 
(This equation is derived from indifference curve 7G>.) 


Since the left-hand sides of the two equations are the same, the right hand 
sides should, therefore, be equal too. that is to say: 

OX z quantity of tea-* OY : quantity of cigarettes=OA' J quantity of tca + Or, 
quantity of cigarettes. Eliminating OX. quantity of tea‘from both sides of the 
equation, we reach the absurd conclusion that OY i amount of cigarettes—OF 
amount of cigarettes. Hence, two indifference curves can never intersect if our 
basic assumption that more is always preferred to less holds. 

Fourthly, indifference curves need not be parallel to each other. Firstly, they 
are not based on the cardinal measurability of utility. Secondly, the marginal 

rate of substitution between 
the two commodities need not 
be the same in all indifference 
curves for consumer's rate of 
preference of one good for an¬ 
other may change with the 
change in his economic situ¬ 
ation. From this it follows 
that indifference curves may be 
drawn either parallel to each 
other or otherwise. 

Lastly, every consumer has 
a series of indifference curves 
for any pair of goods or a 
whole pattern of indifference 
Fig 8.7 curves, each indifference curve 

situated to the right and away from the origin of the axes indicating progressively 
higher satisfaction as shown in Fig. 8.7. We assume that this pattern of indiffe¬ 
rence curves is independent of consumer's income. 



Quantity of 
Fig. 9 7 


3 INDIFFERENCE CURVES AND CONSUMER EQUILIBRIUM 

The cardinal utility analysis of demand enables us to understand how a consu¬ 
mer tries to maximise his total utility or satisfaction through the principle of 
equi marginal utility. The indifference curve analysis also helps us to achieve 
the same purpose, viz., the optimum income allocation by the consumer on the 
purchase of different goods so as to maximise his total satisfaction. 

Suppose a student has Rs. 5 as pocket money per week to be spent on tea 
and cigarettes. Further, suppose that the price of tea is 20 paisc per cup and 
that of a cigarette is 5 paise. We shall assume that the aim of the student is to 
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purchase tea and cigarettes in such an appropriate combination as to obtain 
maximum total satisfaction from the limited amount of money income he has. 

Our student consumer can either buy 25 cups of tea if he spends his five 
rupees on tea; or 100 cigarettes if he spends all his money on cigarettes alone; or 
he can buy any one of the ^ 

many combinations of tea and 
cigarettes within these two 
extremes of 25 cups of tea and 
100 cigarettes. This fact is 
illustrated in Fig. 8 . 8 . 

AB line in Fig. 8.8 indicates 
the alternative combinations 
of the cups of tea and cigarettes 
which our student consumer 
can buy with his limited budget 
of five rupees at the exchange 
ratio given by the slope of AB. 

He can cither spend his entire 
pocket money of five rupees on 

tea and get 25 cups of tea or Fig. 8.8 

on cigarettes alone and secure 100 cigarettes or he can buy 15 cups of tea for 
Rs. 3 and 40 cigarettes for Rs. 2; or buy 10 cups of tea for Rs. 2 and 60 ciga¬ 
rettes for Rs. 3 and so on. AB is called the budget or price or outlay line. The 
s opc of the price line AB indicates the ratio of prices of cups of tea and 
cigarettes such that 25 cups of tea are equal to 100 cigarettes. 

the consumer spends his total money income on the purchase of tea and 
cigarettes then the budget equation could be written as follows: 

M = P.KA-PcL ...(8) 

where M represents money income of the consumer; P, the price per cup of tea; 
* qu “ nU,y ’f cups purchased; P, the price of a cigarette and L the 

, ,l ‘ y °[ c,Barett « bought. If the number of tea cups bought is zero (K=0) 
then the above equation becomes 

M^O-rPcL 

and the total quantity of cigarettes will be equal to 

L P. 

Similarly, it can be shown that the quantity of tea cups will be equal 
to K = — Thus, in Fig. 8.8 CM, which shows the maximum quantity of ciga¬ 
rettes which could be purchased with the given money income of Rs. 5 when the 

consumer purchased no tea at all, is equal to Similarly. OB will be equal 
, M 

to PT- 
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To illustrate the effect of a price change on the budget line, let us assume that 
the price of cigarettes remaining unchanged, the price of a cup of tea falls. The 


fall in the price tea will be 
reflected in the shifting of the 
budget line AB upward to the 
right. It will meet the V-axis 
at the same point A since the 
price of cigarettes has not 
changed, but it will cut the 
-V-axis to the right of B at B 
since the price of tea has fallen. 
This is shown in Fig. 8.9 where 
AB and AB are the original 
and new budget lines respecti¬ 
vely. 

We should emphasise that 



Quantity of Tea 


our student consumer will have Fig 8 9 

to choose a particular combi¬ 
nation of tea and cigarettes which falls on the price line. Any other combination 


beyond this line, whatever its implications, is beyond the means of the consumer 
while any combination below it does not represent maximum satisfaction and 
hence will not appeal to him. Therefore AB budget or price line is the outer 
limit of attainable combinations of cups of tea and cigarettes for our student 


consumer. 

Our student consumer has now two considerations before him. On the one 
hand, he has before him the map of indifference curves for tea and cigarettes, 
based upon the principle of diminishing marginal rate of substitution. On the 
other hand, he has a fixed money income to be spent on the two goods. A con¬ 
sideration of the relationship of the price line and the pattern of the indifference 
curve will show the quantities of the two goods that will actually be obtained 
by our student consumer. As shown in Fig. 8.10 indifference curves /C 3 and IC t 
arc situated above the price line and hence cannot be bought with the limited 


income which the student has. 
The consumer can purchase 
only such combinations of 
cigarettes and tea as are per¬ 
mitted by his budget line. 
Indifference curve IC l is alright 
and can be realised with the 
given income which is at the 
student's command but it is 
possible for our student consu¬ 
mer to achieve higher satisfac¬ 
tion moving on to a higher 
indifference curve with the same 
amount of money. Such a 
satisfaction is indicated by the 
point of tangency T on the 


V 



Fig. 8.10 
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higher indifference curve/C a . Our student consumer gets the maximum satis¬ 
faction from his pocket money of five rupees by buying a combination of OX 
cups of tea and OY quantity of cigarettes. Any other possible combination of 
the two goods will either yield less total satisfaction to the consumer or will be 
unattainable at current prices of cigarettes and tea with the given income at the 
disposal of the student consumer. For example the combination of tea and 
cigarettes represented by S is attainable since it lies below the budget line AH. 
In other words, with given prices of the two goods this combination can be 
purchased by spending less than five rupees. Therefore, the student consumer 
can move to a higher point and improve his satisfaction. On the other hand, 
combination represented by R is not possible because it lies above the budget 
line. 

At point T the AB budget or price line is tangential with the indifference 
curve /C 2 . It means that at T the indifference curve /C 2 and the price line have 
the same slope. In other words, at T the marginal rate of substitution between the 
two goods as indicated by the slope of indifference curve /C 2 and the ratio of the 
prices of the two goods as indicated by the slope of the price line AH arc equal. 
This point, therefore, indicates the ideal combination between the two commodi¬ 
ties, giving the consumer the highest satisfaction that is possible with his limited 
income. At this point, therefore, the consumer is in equilibrium in the sense that 
he will try to reach this point and having once reached he will not deviate from 
there The fundamental condition of consumer equilibrium in terms of the 
indifference curve analysis is that the marginal rate of substitution of cigarettes 
for tea should be equal to the ratio of their prices. 

The tangency of the price line with the indifference curve, although is a 
nccessarry condition that must always be fulfilled, is not, however, a sufficient 
condition of consumer equilibrium. What it means is this: although consumer 
equilibrium is not possible without tangency condition being fulfilled, but taken 
by itself it docs not ensure equilibrium. We can further, restate it by saying that 
while a situation of equilibrium in terms of the indifference curve analysis repre¬ 
sents a situation of tangency between the budget line and an indifference curve, 
from this it does not necessarily follow that a situation of tangency between the 
price line and an indifference curve will always be a situation of consumer 


equilibrium. 

It is further necessary that at the point of equilibrium the marginal rate of 
substitution or cigarettes for tea must be diminishing, otherwise the position will 
not be one of stable equilibrium. If the marginal rate of substitution is not 
diminishing, it would be either constant or increasing. If it is increasing, it 
means that as more units of a given commodity are acquired, the utility of every 
succeeding unit is greater than the preceding one and hence the acquisition of 
larger units is advantageous. This, however, is nonsense for had it been a fact 
we would have spent our entire income on the purchase of one commodity alone 
rather than on the purchase of different goods from a given income. Nor can it 
be constant for it would mean that the utility of the first, second, third and sub¬ 
sequent units of the good is equal. This clashes with the principle of diminishine 
marginal utility. This too, being against the observed normal consumer 
behaviour, is equally absurd. Thus, on either side of the point of equilibrium 
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the marginal rate of substitution must be falling so that the consumer might get 
the maximum satisfaction. In other words, an indifference curve must be 
convex towards the origin of the axes throughout its length. The fact that for 
stability condition to exist the indifTcrencc curve should be convex towards the 
origin can also be explained by means of a diagram as shown in Fig 8.11. 

In Fig. 8.11 AB is the price line from which can be read the different iso-utility 
combinations of cigarettes and cups of tea to the consumer. At T the marginal 

rate of substitution of cigarettes 
for tea is equal to their price- 
ratio. so that the price line AB 
touches the indifference curve 
1C. at T. But at T the marginal 
rate of substitution is increasing 
because the indifference curve is 
concave towards point of origin 
of the axes. This position con¬ 
sequently is not one of equili¬ 
brium in the sense of maximis- 
— —X ing consumer satisfaction. In 

Quantity of Tea fact - b >’ movln S U P from T 

along the price line AB it is 

F 'S 8 ,1 possible for the consumer to 

reach a higher indifference curse /C, at V and consequently to enjoy greater 
satisfaction than is available at T. Thus, for any point to be a point of stable 
equilibrium at the appropriate price ratio, the marginal rate of substitution of 
cigarettes for tea at the point must be dimnishing. 



Non-normal Indifference Curves 

The condition of tangency between the price (or budget) line and an indiffe¬ 
rence curve does not lead to maximisation conditions, and hence to equilibrium 
condition, in certain unusual cases. In the first place, although tangency between 
a normal indiircrcnce curve which is convex toward the point of origin of the 

Pr A Y 

axes of the commodity space and the price line showing that — -r-rrgives 

• V O'* 

us consumer equilibrium, there are situations in which even though the condition 
indifference curves arc convex toward the point of origin of the axes, the 


Pt 


A Y. 


consumer equilibrium condition of-^-=—is attained only either on the 

axis of Y or axis of X depending upon the nature of the slope of indifference 
curves, showing specialisation in consumption. Where the slope of the indiffer¬ 
ence curves happens to be less than the slope of the price line throughout their 
leimth. the equilibrium would be attained on the axis of Y where the consumer 
is consuming only good Y to the exclusion of good X. This happens because 
the consumer's tastes are such that throughout the enlirc length of the indiffer¬ 
ence curve he prefers Y over X at the price ratio given by the price line AB. 
On the other hand, if the indifference curves are throughout steeper than the 
price line The consumer will specialise in the consumption of X alone This is 
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illustrated by means of Figs. 8.12 (A) and (B) below. 6 

In Figs. 8.12 (A) and (B) even though the indifference map of the consumer 
is convex toward the point of origin of the axes, the equilibrium condition 

of-^=-attained in case (A) at point /Ion K-axis and in case (B) 

at point B on X-axis. In the situation depicted by Fig. 8.12 (A) the consumer 
v consumes only Y good while in the situation illustrated by Fig. 8.12 (B) he 
consumes only good X. 

The second case of non-normal indifference curves resulting in corner equili¬ 
brium is one in which the indifference curves arc concave towards the point of 
origin. Although, when we are studying the consumer behaviour over a period 
which is neither so short that the desire for variety cannot be satisfied nor so 
long that consumer tastes might change radically, the concavc-to-origin indiffer¬ 
ence curves reflect monomaniac behaviour on the part of a consumer, yet at 



Fig 8. 12 

any given point of time such consumer behaviour is not unusual. Furthermore, 
such type of unusual indifference curves might sometime follow from the peculiar 
nature of the item of expenditure in which either this or that rather than this 
and that would be the pattern of consumer choice. To take an illustration, 
there arc two different styles of furnishing our rooms. We might furnish our 
room either in the Indian style or in the Western style. It would be monomania 

on our part if we furnished half of the room in the Indian and the remaining 
half in the western style. s 


5 As a matter of fact even in this unusual case the eauilihri..m 
the normal case because, restating the equilibrium condition in more ' gcncrTtermT. 

immediately, to the left of equilibrium^^ :_.. . , 

^ m MU, immediately to the right ofcquili- 

. . MU, P x 
bnUm AKT. <?-• 
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The concave indifference curves will result in corner solution of equilibrium as 
shown in Figs. 8.13 (A) and (B) below. 


Y r 



(A) (B) 

Fig. 8.13 


In Figs. 8.13 (A) and (B) IC 1% IC 2 and IC 3 indicate indifference curves in 
ascending order and AB is the price line. In case (A), B is the point of equili¬ 
brium showing that the consumer consumes only X while in case (B), A is the 
point of equilibrium showing that consumer purchases only Y. 

The third case of corner equilibrium is represented by those indifference 
curves which represent two goods as perfect substitutes for each other. In this 
situation, equilibrium will either be indeterminate or else it will be attained either 
on X-axis or X-axis showing specialisation in consumption. Where the slope 
of the price line is equal to the slope of the indifference curve there will be no 
unique equilibrium and the entire price line will overlap the indifference curve. 
On the other hand, if the price line is steeper than the indifference curves the 
consumer will purchase only Y. In the reverse case where the price-line is less 
steep than the indifference curves the consumer will purchase only X. All these 

three cases can be illustrated by means of diagrams as shown in Fig. 8.14 (A), 
(B) and (C) below. 



Fig 8-14 


Fig. 8.14 (A) illustiates the case of indeterminancy 
price line AB overlaps the entire indifference curve IC 2 


of equilibrium because 
so that there is no one 
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single position which can be said to maximise the 
Fig. 8.14 (B), the consumer purchases only Y while 
case in which the consumer purchases only X. 


consumer satisfaction. In 
Fig. 8.14 (C) illustrates the 


4. THE PRICE CONSUMPTION CURVE (PCC) 

We have explained consumer equilibrium with the help of the indifference 
curve analysis.® One of the important purposes of the indifference curve analysis 
is to enable us to derive the demand curve which relates the prices and the 
quantities demanded of a commodity. We shall now proceed to derive the 
demand curve with the help of the indifference curve analysis. 

So far we have studied consumer equilibrium assuming that the consumer 
has a given income and that the prices of the two goods are also given. We 
shall now assume that while the money income of the consumer and the price 
of one of the two commodities remain unaltered the price of the other commo¬ 
dity falls (It should be noted that under the conventional price-quantity deman- 
cd analysis also we make precisely the same assumptions when we state “other 
things remaining the same*’—other things here include the stability or consumer 
income and tastes no change in the prices of other commodities, etc.). In the 
example we have already taken of the consumer with a pocket money of Rs. 5 
to be spent on cigarettes and tea, we shall assume that the pocket money and the 
price of cigarettes remain unchanged while the price per cup of tea falls succes¬ 
sively. What will be the influence of such a fall in the price of tea ? In the first 
place starting from the same point on the axis showing the quantity of cigarettes 
the price line will slope more towards the axis representing tea indicating that 
the same money income can buy more cups of tea because the price of tea 
has fallen. Secondly, this fall in 
the price of tea implies a rise 
in consumer's real income 
(money income remaining the 
same—this is known as the in¬ 
come effect of* fall in the price 
of tea as a result of which 
normally the amount of tea 
demanded will increase. Thirdly, 
the cheapness of tea relatively 
to cigarettes will induce the 
consumer to substitute tea for 
cigarettes—this increase in the 
purchase of tea due to a fall 
in its relative price, money in¬ 
come remaining constant, is 
called the substitution effect of price fall. Henry Schultz termed it as ‘direct effect’ 
Fig. 8.15 shows the total increase in the amount of tea demanded which indicates 
the combined income and substitution effects of a given fall in the price of tea. 

undcr ,he 


Y 



Fig. 8.15 
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Fig. 8.15 has been drawn on the assumption that: (a) the consumer has a fixed 
money income of Rs. 5 ; ( b) the price of cigarettes remains unchanged at 5 paise 
per cigarette (or 100 for Rs. 5) ; and (c) the price of tea alone is falling. AB is 
the original price line which indicates that the income of Rs. 5 can be spent 
to buy either 100 cigarettes or 25 cups of tea or any combination of cigarettes 
and tea situated on the price line between these two extremes. Suppose the price 
of tea falls from 20 paise per cup to 10 paise per cup. As a result of this fall 
in the price of tea Rs. 5 can now buy 50 cups of tea. We have now a new 
price line viz., AB V . If we suppose a further fall in the price of tea to 5 paise 
per cup, Rs. 5 can now buy 100 cups of tea and the new price line AB, will 
indicate the new combination of cigarettes and tea. The slopes of price lines 
AB, AB X and AB t indicate the relative cheapness of tea. Since the consumer 
is now faced with new price lines he moves on to higher indifference curves re¬ 
presenting higher satisfaction. By connecting all the tangency points we derive 
a curve known as the price consumption curve ( PCC ). This curve shows the 
various quantities of tea that will be demanded at different prices of tea. The 
price consumption curve reflects the income and substitution effects of a change- 
rise or fall—in the price of a commodity. The price consumption curve 
may have a negative, positive, zero or infinite slope. In the rare case of a *Giffen 
good' it may even be backward bending. 

5. THE INCOME AND SUBSTITUTION EFFECTS 

A consumer will enjoy more or less satisfaction when he has more or less 
income, assuming that the prices of the goods he purchases remain the same. 
This is known as the income effect w’lich might be formally defined as the effect 
on the purchases of a good caused by a given change in the money income of 
the consumer, prices of the goods remaining constant. This was called indirect 
effect by Henry Schultz. 7 It is shown by means of Fig. 8.16 (A) and (B). 

Fig. 8.16(A) and (B) show that as the consumer's money income increases 
the price line also shifts upward to the right. Price lines A X B X , A.B ,, A.B,, etc., 
indicate increase in the money income of the consumer which enables him to 
move on successively to a higher indifference curve and purchase larger 
quantities of both goods. With higher price lines, the consumer can go over to 
higher indifference curves. By connecting the tangency points between the price 
lines and the indifference curves the income consumption curve ( ICC ) is derived 
which shows the relationship between change in the money income of the 
consumer and the consumption of the two commodities, the prices of the two 
goods assumed fixed or constant. 8 The income consumption curve indicates 
the income effect of a given change in consumer's money income. Fig. 8.16 (A) 
shows that both X and Y are normal goods so that consequent upon a given rise 
in consumer’s money income his purchases of both the goods increase. In Fig. 

’See Henry Schultz's famous work cnlitlcd 'The Theory and Measurement of Demand * 
(Chicago University. 1938). pp. 43-44. 

f»Thc constancy of prices of goods is indicated in the 6gures by the price lines being drawn 
parallel to one another since the parallel lines arc iso-sloped. 
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8.16 (B) commodity X is an inferior good so that with the increase in his income 
the consumer reduces his consumption of X. Consequently the income consump- 



Fig. 8 16 

tion curve is backward bending. 

The Substitution Effect 


A change in the relative prices of the two goods may force a consumer to re¬ 
arrange his purchases of these goods. When he re-arranges his purchases of the 
two goods if such a way as to be neither better off nor worse ofT compared to 
his initial situation then it is known as the substitution effect. We assume here 
that: 


(a) the relative prices have changed making one commodity-say X —cheaper 
than the other—say Y. 

(b) the consumer's money income also has changed in such a way as to 
compensate for the change in his real income consequent upon X becoming 
cheaper so that the consumer is neither better ofT nor worse off in the new 
situation. 


The consumer will obviously buy more of X which is now comparatively 
cheaper. He will substitute the relatively cheaper good for the relatively costlier 
one. This substitution of the cheaper for the dearer commodity as a result of a 
given change in their relative prices is known as the substitution cfTcct and is 
shown in Fig. 8.17. 

,' n . Fi * M7 * ABii the old P rice l'“e and the equilibrium is indicated by T on 
/C, indifference curve where the consumer buys OX, quantity of X and OY, 
quantity of Y. Suppose the relative prices of the two goods have changed 
although income of the consumer remains the same-commodity Y has become 
costlier while commodity AT has become cheaper. The relative price change has 
so taken.place that the cheapness of the one and the costliness of the other 
commodity have neutralised each other so that the consumer remains on 
the same indifference curve. Now the consumer readjusts his purchases 
of the tsvo goods and consequently he finds new equilibrium atp,“ 
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where the optimum satisfaction-yielding combination of the two goods is OX> 
+ OK,. It will be noticed that the consumer has now more of commodity A' 



Ouantity of X 
Fig. 8.17 


which is cheaper and less of 
commodity Y which is dearer. 
The movement along the same 
indifference curve /C, from T 
to T x indicating the increase 
of .Y, X s quantity of commo¬ 
dity A' bought by the consumer 
is called the substitution effect 
of the relative price change. 

But what will be the substi¬ 
tution effect when the price of 
commodity .Y alone falls? Since 
commodity X has become chea¬ 
per relative to commodity K.the 


consumer would substitute X for Y. This substitution will take place even if we 


assume that the increase in the real income brought about as a result of the fall 


in the price of A' is not avail- 


r 



Quantify of X 


able to him. The increase in 
the purchase of X due to a 
given fall in its relative price 
after subtracting the change 
brought about by the increase 
in real income, is called the 
substitution effect of a given 
fall in the price of X. Fig. 8.18 
illustrates this. The original 
price line is A B and the con¬ 
sumer is in equilibrium at T 
where he buys OX amount of 


Fig. 8.18 


X. Now the price of X falls as 
shown by the intercept of the 


new price line AB X on the AT-axis. The new equilibrium position is indicated 
by point 7\ on the higher indifference curve /C 2 . The consumer buy snow OX x 
amount of X. We know that the movement from the lower indifference curve 
/C, to the higher indifference curve IC t is partly due to the income effect and 
partly due to the substitution effect of a given fall in the price of X. To find 
out the substitution efTect we should eliminate the income ctlcct. This we 
can do. by drawing a line A X R parallel to the price line AB x in suchia way 
that it is tangent to the indifference curve 1C X at T 2 . This A X R line will show 
how much decrease in consumer’s money income is required to push him back 
to the original indifference curve/C,. If we reduce the money income of the 
consumer by AA X amount his real income will remain constant because with h.s 
reduced money income he derives the same level of satisfaction as before since 
he remains on /C, indifference curve. Thus the movement from T to T x (from 
OX to OX 2 ) is the substitution effect. The rest of the increase in the amount 
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demanded of commodity X i.e., the movement from T t to T x (from OX., to OX x ) 
is due to the income effect of a given fall in the price of commodity X. To 
repeat, the fall in the price of commodity X has caused the amount demanded 
of it to increase from OX to OX x . This increase is partly due to the income 
effect {i.e. X z X x ) and partly due to the substitution efTect (i.e., XX,). 

It should, therefore, be noted that the price consumption curve (PCC) reflects 
the combined income and substitution effects of price changes. 

* 

Hicks and Slutsky Approaches Compared 

The conventional price demand curve which expresses the price-quantity 
demand relationship tells us that the amount demanded of a good is inversely 
related to its price. In other words, ceteris paiihus, the amount demandcJ of a 
good changes in the reverse direction to a change in its price. Here we shall 
take the price change to represent a fall in the price of good X. Thus for a given 
fall in the price of X, the amount demanded of X would increase by a certain 
given amount that would depend upon the slope of the demand curve. The 
total increase in the amount demanded of X is. however, the result of the com¬ 
bined action of the substitution and income effects of a given price change. 
Consequent upon a given fall in the price of X, the money income of the consu¬ 
mer remaining unchanged, his real income increases because with the same 
money income the consumer now could purchase larger quantities of both goods 
X and Y. Thus, to find out how much of this increase in the quantity demanded 
of AT is due to the fall in the price alone , it is necessary to keep the real income 
of the consumer constant. This will need causing an appropriate reduction in the 
money income of the consumer by taxing him to such an extent that his real 
income remaios constant. 

In this connection, there have been developed two techniques of making 
deduction in consumer’s money income. One technique employed by the well- 
known Russian economist Eugen Slutsky states that only so much should be 
taken away from the total money income of the consumer that he should be 
able to purchase the original combination of X and Y (if he so chooses). This 
is done by drawing a line parallel to the new price line which passes through 
the point of original combination of X and Y. About this approach it is argued 
however, that what remains cons¬ 
tant is only the apparent real income 
and not the real income of the con¬ 
sumer because the consumer is 
enabled to move on to a new in¬ 
difference curve which is higher than 
the one on which his original 
combination of X and Y is situated. 

According to the second method, 
adopted by Hicks, in order to keep 
the real income of the consumer 
really constant it is not enough to 
cause only so much reduction in Fl 

the money income of the consumer that he should be able to purchase the 
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original combination of X and Y; his income should be so drastically reduced 
that he is pushed back to his original indifference curve. Fig. 8.19 illustrates 
the difference between the Slutsky and Hicks approaches to income effect. In Fig. 
8.19 AB is the original price line which is tangent to indifference curve IC l at C 
showing that OX amount of good X and CX amount of good Y are purchased 
by the consumer at the relative price-ratio shown by the slope of price line AB. 
Now consequent upon a fall in the price of X the AB price line shifts to the 
new position of AB'. The new price line AB' is tangent to indifference curve ^ 
/C 3 at D which shows that the quantity demanded of X increases from OX to 
OX 3 , the total increase in the amount demanded being XX % . This increase, 
however, is not the result of price fall alone; it is also the result of an increase 
in the real income of the consumer which follows the fall in the price of X. In 
other words, the total increase in the amount demanded of X is the composite 
of substitution and income effects. 

To separate the two effects, following Slutsky we draw GG' line passing 
through C parallel to AB' price line. If AG amount of money is taken away 
from consumer’s money income his real income will remain constant because he 
can still purchase the old combination of X and Y represented by C. However, 
the consumer rejects the original combination of X and Y represented through 
C in favour of the combination £ which is on the higher indifference curve 1C V 
The amount demanded of AT, however, increases from OX to OX 3 and conse¬ 
quently the entire increase of XX x in the amount demanded is due to the fall 
in price alone; in other words, this represents the substitution effect of a given 
fall in the price of X while the balance, X t X 3 represents the income effect 
of this price fall. 

Hicks would not. however, agree with this reasoning. His argument is that the 
consumer’s real income cannot be said to be constant unless his money income 
is so drastically reduced that he is pushed back to the original indifference curve 
/Cj. This is possible when his money income is reduced by AH which gives us 
the income price line HH' which is tangent to the old indifference curve 1C X at 
F. Thus, according to Hicks it is at F and not at £ that consumer’s real income 
is really constant. Here the amount demanded increases from OX to OX lt the 
entire increase of XX x being due to price fall alone. The balance of the total 
increase in the amount demanded, i.e. t X x X 3 represents the income effect of 
price fall. The combined substitution and income effects of a given fall in the 
price of X according to Slutsky and Hicks can be stated thus: 


Method 

Fall in 
Price 

Total Increase 
in the amount 
Demanded (4+5) 

Substitution 

Effect 

Income 

Effect 

1 

2 

3 

4 

5 

Slutsky 

-A Pr 

XX 3 

XX t 

x,x. 

Hicks 

-A Pm 

xx t 

XX x 

X\X % 
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It is, therefore, evident that for the same given fall in the price of good X the 
substitution or direct effect—the increase in the quantity demanded of X as 
a result of a given fall in the price of X, price of Y remaining unchanged—is 
greater according to Slutsky than it is according to Hicks and hence the cons¬ 
tant real income demand curve derived through the Slutsky approach will be 
more elastic than the constant real income demand curve derived by using the 
Hicksian approach. Of course the conventional demand curve which tells us 
the total increase in the quantity demanded of a good as result of a given fall 
in its price will be the most elastic of the three because it docs not separate the 
two effects and consequently for a given fall in price of a commodity the total 
increase in the amount demanded represents the combined substitution and 
income effects. 

When it is said that the substitution effect of price fall must always be posi¬ 
tive it is so only in the sense that the quantity demanded of the good, whose 
price has fallen, must always increase (mathematically the substitution effect will 

always have a negative sign ^|^<0 

We cannot, however, be so sure about the income effect. The income effect 
can only be determined empirically by observing whether consumers will con¬ 
sume more or less or the same quantity of any given good when, prices assumed 
constant, their money income increases. In the case of a normal or superior 

good, the sign of the income efTect will be positive (|^->0 ). Thjs mcans 

that the quantity demanded of a superior or normal good will increase with the 

rTsubnoZT" S m0n 7 inCOme - lf ' hoWeVer - 8 — good happens to 

“ T° r g0 ° d ‘ he income effec * wi " be negative 
(dQ,ldM<0) the amount demanded of the concerned good will decrease as 

Z"TStJT ST' T'T- ,D Cenain CaS " lhe e«£ may bl 
' 8 wh ° Se quantity dcmanded does not respond to 

income changes in one way or the other are termed as neutral goods. 

7. THE PRICE CONSUMPTION CURVE AND THE KIND OF A GOOD 

What can the price consumption curve tell us about the kind , 

consumption curve shows changes in the quantity demand^ f 8 ? ? pr,ce 
caused by the changes in its price Bv now w,- k * . ded of a S» Vcn g°od X 

use of which enables us to distinguish betwee'n'hV^eetinds'lf 3 " 0 ™ 
inferior and neutral goods. An inferior good is one in who^tse ^me 

effect is negative 

It follows, therefore, from the definition of an inferior good ,h„ 
or normal good is one in whose case the in™™ d hat a su P crior 
3Q, . . . , Se ,he mcome effe « is positive, 

W >0. In the case of a neutral good the income effect is zero, =0 

0 M 
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There are four cases in which by looking at the price consumption curve 
(PCC) we can tell about the nature of the good—whether it is a superior or an 
inferior good. The first case relates to the PCC which has a negative slope. We 
can in this case definitely say that X is a superior or normal good because unless 
the income effect of a price change (fall) is positive the PCC cannot have a 
negative slope. The second case in which the PCC is horizontal i.e., when its 
slope is zero, is also a case of superior good showing that the income effect is 
positive. This is shown by means of Figs. 8.20 (A) and (B) below. / 



Fig. 8.20 

i* 

Fig. 8.20 (A) shows a negatively sloping PCC while Fig. 8.20 (B) shows a 
horizontal PCC. In both these diagrams, the income cfTect measured by X x X t 
is positive showing that X, whose price has fallen, is a superior good. 

The third and the fourth cases relate to the vertical (infinite slope) and back¬ 
ward bending price consumption curves establishing beyond doubt that X is an 
inferior good. But how? We have already mentioned that the substitution 
effect of a given fall in the price of X is positive in the sense that the quantity 
demanded must always increase and that the total increase in the amount 
demanded is the result of the combined action of substitution and income effects. 
Since a vertical PCC shows that the increase in the amount demanded of good 
X is zero consequent upon a given fall in its price this could not have happened 
but for the operation of the negative income effect which just cancels the positive 
substitution effect of a given price fall. Similarly, when the PCC is backward 
bending it shows that the quantity demanded of good X decreases when its price 
falls. Again, this will happen only when the negative income effect is more 
powerful than the positive substitution effect. Figs. 8.21 (A) and (B) illustrate 
these two cases. 

In Fig. 8.21 (A) the PCC is vertical showing that when the price of X falls, as r 
shown by the new price line AB\ the amount demanded of X remains unchanged, 

i.e., This can happen when the negative income effect just cancels 

the positive substitution effect which in Fig. 8.21 (A) is represented by XX x . In 
Fig. 8.19(B) the PCC is backward bending showing that when the price of X 
falls by certain amount , as shown by the difference between the slopes, of o 
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price line AB and new price line AB\ the amount demanded decreases from OAT 
to OX x> the decrease being XX x . This can only happen when the income effect 
is negative and also more powerful than the positive substitution effect which is 
X Z X. The negative income effect is X z X x (X Z X+XX } ). Thus in both cases X 
is an inferior good. In the second case of a backward slopping PCC, commo¬ 
dity X is not only an inferior good but it is a special-case inferior good named 
in economic literature as the ‘Giffen good*- 

y y 



Fig 8.21 


Between the negatively sloping and horizontal price consumption curves 
showing that AT is a normal or superior good and vertical and backward sloping 
(sloping upward to the left) price consumption curves showing that X is an 
inferior good, there is a large range of positively sloping price consumption curves 
where it is difficult to establish prima facie whether X is an inferior or a superior 
good. X may be an inferior good, it might be a superior good or it might even 
be a neutral good. All that we could say is that steeper the positive slope the 



greater is the likelihood for X to be an inferior good and 
that a price consumption curve having a positive slope 


vice versa. The fact 
(sloping upward to the 
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right) might relate to a superior good, to an inferior good or even to a neutral 
good depending upon the steepness of its slope is illustrated below by means of 
Figs. 8.22 (A), (B) and (C) respectively. 

In Fig. 8.22 (A) the income effect X 2 X x is positive showing that good A' is a 
superior good; in Fig. 8.22 (B) quantity demanded of good X increases from OX 
to OX 2 \ the substitution effect XX x is, however, greater than total increase in the 
quantity demanded (i.e. X 2 X) by X x X 2 showing that the income effect is negative 
as a result of which the total increase in the quantity demanded is only X t X * 
which is less than X t X— the increase due to substitution effect. This means that 
the negative income effect neutralises part of the positive substitution effect. 
Therefore X is an inferior good. In Fig. 8.22 (C) the income effect is zero 
showing that X is a neutral good. Here the total increase in the quantity 
demanded of X is X 2 X which is the same as substitution effect. 

We are now in a better position to restate the relationship between a price 
consumption curve and the kind of a good. This relationship might be stated 
as follows: 


Price Consumption 
Curve (PCC) 

(1) 

Slope 

(2) 

Nature of 
the good 

(3) 

PCC X 

Negative 

Superior 

PCC t 

Horizontal 

Superior 

PCC, and PCC, 

Positive 

Uncertain 

PCC, 

Vertical 

Inferior 

PCC % 

Backward Bending 

Inferior 



PCC, 


This is also illustrated by means 
of Fig. 8.23 where the price con¬ 
sumption curves having different 
slopes and their relationship to the 
kind of good X as stated in the 
above table has been shown. 


o 


Quantity ot X 

Fig. 8.23 


X 
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8. THE INCOME CONSUMPTION CURVE AND KIND OF A GOOD 


Like the price consumption curve, the income consumption curve too throws 
sufficient light on the kind of two goods. As already stated, a good is said to 
be a superior or normal good if the quantity demanded increases as income 

increases an ‘ n f er * or g° oc * the quantity demanded decreases with 

increase in income and a neutral good if the quantity demanded 

remains unchanged—neither increases nor decreases with income increases or 

Y Y 




cases relating to good X and good Y. 
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In all these four diagrams when the money income of a consumer increases, he 
is enabled to buy a larger collection of both the goods as is shown by the 
upward shifts in the price lines. Fig. 8.24 (A) shows that when the monev 
income of consumer increases, he consumes larger quantity of both X and Y 
and consequently both X and Y are normal or superior goods. Thus when the 
income consumption curve has a positive slope it shows that both the goods are 
superior goods. Fig. 8.24 (B). which shows a negatively sloping income con¬ 
sumption curve, illustrates the case of two goods X and Y in which AT is a 
superior and Y is an inferior good because while the consumption of X increases 
from OX to OX 2 as the money income of the consumer increases the demand 
for Y decreases from CX to EX Z . Fig. 8.24 (C), showing horizontal income 
consumption curve, illustrates the case of two goods X and Y in which X is a 
superior good while Y is a neutral good because its consumption neither increases 
nor decreases with increase in the money income of the consumer. Fig. 8.24 (D) 
shows that Y is a superior good and AT is a neutral good because while the con¬ 
sumption of the former increases as the money income of the consumer increases 
that of the latter remains unchanged at OX. 

When the income consumption curve is positively sloping to the left, i.e, t back¬ 
ward bending, it represents a situation in which the consumer purchases less of 

X as his income increases although 
he purchases more of Y with the 
increase in his income. This means 
that the income effect so far as X is 
concerned is negative and hence X 
is an inferior good while Y still is a 
superior good for the consumer, 
since the income efTcct for Y is posi¬ 
tive. Fig. 8.25 illustrates inferiority 
of X and superiority of Y. When 
the money income of the consumer 
increases from AB to A X B X and to 
A t B. the quantity of X purchased 
decreases from OX to OX x and to 
OX 2 showing that AT is an inferior good. We are now in a position to restate 
the whole discussion with regard to income consumption curve and the kind o 
the goods AT and Y as follows. 



Ouantity O* t 

Fig R 25 


Income Consumption 

Curve (ICC) 

Kind of Commodity 

X 

Y 

Negative Slope 

Positive Slope 

Horizontal Slope 

Vertical Slope 

Backward Slope 

Superior 

Superior 

Superior 

Neutral 

Inferior 

Inferior 

Superior 

Neutral 

Superior 

Superior 
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9. DERIVATION OF THE DEMAND CURVE 


y 

The price consumption curve shows the relationship between the changes in 
the price of a commodity and the corresponding changes in the amount deman¬ 
ded of the commodity by a consumer. This is precisely what the conventional 
price-quantity demand curve also tells us—how much commodity a consumer 
will demand at different prices, other things remaining constant. There are. 
however, slight differences between these two curves. The price consumption 
curve is drawn with the two commodities represented on the two axes or with one 
commodity showo on the AT-axis and consumer's money income shown on the 
F-axis. while the price-quantity demand curve is drawn with the quantity 
demanded of the commodity shown on the A'-axis and its price shown on the Y- 
axis. Secondly, in the price consumption curve, the price of the commodity is not 
directly mentioned; the price line indicates the ratio of prices of the two goods. 
On the other hand, in the conventional demand curve the price of the commo¬ 


dity is clearly mentioned. From the diagram of the conventional demand 
curve, we can read out the different prices and the corresponding amounts of 
the commodity which will be demanded at those prices. In this respect, the 
conventional demand curve is superior to the price consumption curve. Thirdly, 
the price consumption curve clearly brings out the income and substitution 
effects of a given fall (or rise) in the price of a commodity while the conventional 
demand curve does not do so. In this respect, the former is superior to the 
latter. It is, however, possible to derive the conventional price-quantity demand 
curve from the price consumption curve. 

In Fig. 8.26 in the upper half on the vertical axis money income is represented. 
We have drawn the different price lines AB, ABA3 t ; AB,: and AB t showing 
different prices of commodity * viz., />.. P„ />,. />, a nd P, such that />.>/>.> 

7 ' 3> T * and indicate the successive equilibrium points for 
each price line. The price consumption curve is translated into the conventional 
demand curve by putting the price of X in the usual fashion on the vertical axis 
in the lower part of the figure. Point T, indicates the quantity OX, of X which 
the consumer will buy. A perpendicular is dropped from T, to the *-axis and 
through it down to the lower part or the figure. A horizontal straight line from 

P. will intersect the above perpendicu'ar a. point/t,. R„ therefore, is a point 

dftvbe demTdea 1 ; ca, “ ,h V 31 0/> ‘ price °** entity of commo- 

d.ty X will be demanded. In a similar manner the other points on the demand 

curve can also be plotted and joined together. The way the demand curve slopes 

wiu acp " d 

senfed'the anolher »«« in the same diagram itself where we have'rep"^ 
sented the price consumption curve. In Fip a 77 . , repre- 

some commodity, say tea. on the A'-axis and money on he Y^s' Jheort 
consumption curve is drawn in the usual manner t . The pncc 

the consumer and prices of all other cnrvU • that the income of 

alone falls. ° lhCr g °° ds rcma,n lhc * a ™ a nd price of tea 
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In Fig. 8.27 when the price of tea is-^ 5 -(the slope of the price line AB indicates 

the price) the consumer buys OX l quantity of tea. The per unit price of OX lt 
OX 2 . OX 9 and OX A quantity of tea can be found out by taking an additional 
unit beyond OX l% OX it OX 3 and OX t and drawing lines parallel to AB; AB X ; 
AB» and AB Z (since the slopes of AB; AB X ; AB t and >45 3 show the price per unit, 
any line drawn parallel to these price lines should also show the same price). 
We have called these additional units as R x ; R t ; R 3 and P 4 . The slopes of the 
parallel lines P x R x ; P t R 2 ; P 3 R 3 and /> 4 R A i.e., P x X x : P 2 X x ; P 3 X 3 and P 4 X A 
(since X\ R x ; Xi Ri; X 3 R 3 and X A P 4 =I) show the different prices on the de¬ 
mand curve. By joining Pi; P 2 ; P 3 and P 4 the conventional demand curve is 
derived. 


10. REAL INCOME CONSTANT DEMAND CURVE 


The conventional price-quantity demand curve derived above shows the total 
increase in the quantity demanded as the result of a given fall in the price of a 
good. The total effect of a given fall in the price of any commodity is the com¬ 
bined result of the substitution and income effects. In other words, although 
along the conventional demand curve money income of the consumer remains 
unchanged, his real income does not-a given fall in the price of a commmodity 
causes consumer’s real income to increase since with the same money income he 



can in the new situation acquire larger bundle of t 

demand curve so that the real incomeof the Mnsumfr^’ • ^ ° rdCr t0 dcrivc a 

out, we must derive the demand curve by takfeg into ar remainsc ° nstanlthr <>ugh- 
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demanded caused by an increase in the real income as a result of the fall in the 
price of a good—must be left out. 

It is obvious that since for deriving the constant real income demand curve 
we base our demand schedule only on that part of the total increase in the quan¬ 
tity demanded of commodity X which is the result of a given fall in its price 
alone such a demand curve will be less elastic than the conventional demand 
curves of Fig. 8.26 or Fig. 8.27 which includes both the substitution and the 
income effects since they take account of the total increase in the amount de¬ 
manded as result of a given fall in the price of X. There are, however, two 
approaches to the real income constant demand functions—one following Hicks 
and the other following Slutsky—discussed earlier and illustrated by means of 
Fig. 8.19. Taking money on the K-axis and commodity X on the AT-axis we can 
derive the real income constant demand curves according to these two 
approaches as shown in Figs. 8.28 and 8.29 below and compare them with the 
conventional demand curve derived earlier. 


From perusal of Fig. 8.28 we derive the following result. 


Price-of X 

Total Quantity of 

X bought 

Quantity of X 
bought according 
to Hicks 

Quantity of X 
bought according 
to Slutsky 

OA 

m 

OX 

OX 

OX 

OA 

OX x 

OXm 

OX. 

OB x 




OA 

OX. 

OX hx 

OX. x 

OB, 

• 

• 




The quantity demanded as shown in column 2 is the usual conventional 
demand curve which shows the total increase in the quantity demanded of X as a 


v 



Fig. 8 29 


result of the combined substitution 
and income effects of a given change 
in the price of X. Column (3) is the 
real income constant demand sche¬ 
dule in the Hicksian sense while 
column (4) represents the apparent 
real income constant demand sche¬ 
dule according to the Slutsky 
approach. Of the three demand 
curves Hicksian demand curve is 
least elastic while the conventional 
demand curve is most elastic of the 
three. Slutsky's demand curve lies 
somewhere midway the conventional 
and Hicksian denland curves. Fig. 
8.29 illustrates these three demand 
functions. 


There is, however, an exception to this. Where commodity AT is an inferior 

good the conventional demand curve w.ll be less elastic than cither the Hicksian 
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real real income constant demand curve or the Slutsky apparent real income cons¬ 
tant demand curve. Furthemore, in the case of a ‘GifTen good* the convent ional 
demand curve will have a positive slope even though both the Hicksian and the 
Slutsky demand curves will slope negatively because while the conventional de¬ 
mand curve also incorporates the income effect which more than swamps the 
substitution effect, the other two demand curves do not include the income effect. 
They relate only to the substitution effect of changes in the price of a ‘GifTen 
good'. 


11. DERIVATION OF THE CROSS DEMAND CURVE 


In the case of price cross demand function we study the changes in the quantity 
demanded of any commodity X as a function of the changes in the price of some 
other commodity Y. In other words, the cross demand curve relates the quantity 
demanded of commodity Y not with its own price but with the price of commo¬ 
dity X. The cross demand curve for commodity Y will slope negatively or 
positively depending upon the fact whether Y is related to X by way of comple¬ 
mentarity or through substitutability. 

Earlier we had derived the conventional price-quality demand curve with the 
help of the price consumption curve. It is also possible, however, to derive the 
cross demand curve from the price-consumption curve where changes in the 
quantity demanded of Y are viewed as a function of the changes in the price of 
X. Here once more we do the same operation as we did for deriving the simple 
demand curve except that we now take the quantity of Y instead of the equantity 
of X. 


Assume that that the consumer has a given money income M with which he 
can either buy OA quantity of Y or OB quantity of X or any mix of these two 
commodities situated on AB price line in Fig. 8.30. With his given indifference 


map the consumer is in equilibrium 
initially at E on /C, indifference 
curve where he buys OX x quantity 
of X and O Y x quantity of Y such 
that the purchase of these quantities ^ 
exhausts his total money income M 

the price of AT is initially . & 

When the price of X falls, the § 
price of Y remaining the same, the O 
price line shifts upward to the right 
to the position of AB X showing that 
with the same money income M the 
consumer can now buy larger quan¬ 
tity of commodity X. The 



consumer now moves on to the 
higher indifference curve IC t where he 

« % .a . _ 


Fig. 8.30 

is in equilibrium at F showing that h< 


• - — ~ aif snowing mat n 

now purchases larger-than-before quantities of both X and Y. However we an 
at the moment interested in knowing as to what happens to his purchases of ] 
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when the price of X falls. The consumer purchases OY x quantity of commodity 


Y when the price of X is Similarly, the cousumer buys OY 3 quantity of Y 

when the price of X for Y further falls to . Thus we derive the following 


cross demand schedule: 


Price of X 


Quantity Demand of Y 



M 

OBT 


OY t 

OY 3 


We know that -q^-> Q]f> o/^and OY l <OY t <OY 3 showing that as the 


price of X falls the quantity demanded of Y increases. When plotted on a graph 
the above schedule gives the negatively sloping cross demand curve for Y as 

shown in Fig. 8.31 indicating that 
the Y and X are related through 
complementarity—they are comple¬ 
mentary goods. If the price con¬ 
sumption curve slopes negatively 
then the cross demand curve for Y 
will slope positively showing that 
X and Y are substitutes. If the 
price consumption curve is vertically 
inclined then the cross demand 
curve for Y will be perfectly inelas¬ 
tic showing that the two goods are 
independent of one another, i.e., no 
Fig. 8.31 relationship either substitutive or 

complementary exists between them. 

It must be emphasised that all along the cross demand curve of Fig. 8.31 
although the money income of the consumer remains constant (A/), his real 
income keeps on increasing as we move down the cross demand curve. Thus 
the cross demand curve is the money income constant cross demand curve for Y. 
It is. however, possible to draw the cross demand curve along which the real in¬ 
come of the consumer remains constant. Hero too we could draw the real real 
income constant and the apparent real income constant cross demand curves as 
we did earlier in connection with the demand curve. The operation is also 


Y 



Quantity Demanded of X 


basically the same. 
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12. DERIVATION OF THE INCOME DEMAND OR ENGEL CURVE 

The indifference curve analysis enables us to derive many types of demand curves. 
We have already derived the price demand and price cross demand curves. It is 
also possible to derive the income demand or Engel* curve from the income 
consumption curve. The income demand or Engel curve relating the consum¬ 
ption of commodity X to income can be constructed as shown in Fig. 8.32 (A) 
and (B). 

In Fig. 8.32 (A) the positively sloping income consumption curve (ICC) shows 
that as the money income of the consumer increases the amount bought of com¬ 
modity X increases. With money income M x the consumer buys OX x quantity 
of X. When his income rises to M z and A/ 3 he buys OX 2 and OX 3 quantities of 
X respectively. Plotting the different quantities of X bought against M x% M t and 
M 3 money income we derive the DD income demand curve of Fig. 8.32 (B). 



o 

u 


£ 

c 

o 


Income Demand 
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Engel Curve 
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x, XI X, 

Quantity Demanded of X 
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Fig. 8.32 


DD income demand curve in Fig. 8.32 (B) slopes upwards rather steeply 
indicating that as income rises the increase in consumption slows down, /. e. 
the quantity bought does not expand with as much rapidity as does the money 
income. This shows that the item is an essential commodity such as food in 
consumer’s budget whose income elasticity of demand is low but positive. It is 
however, possible to come across the Engel curve which while sloping 

positively shows a high positive income elasticity of demand, i. e., the slope of 
the Engel curve become gentler at higher ranges of income as shown in 
Fig. 8.33 (A). 


Where the income consumption curve is backward bending showing a negative 
relationship between income and consumption changes the income demand 
curve will have a negative slope as in Fig. 8.33 ,B) showing that as income 


•Named after .he nineteenth, century German statistician Christian Lorenz Ernst Engel. 
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Fig. 8.33 

rises the consumption of X decreases. This will happen when commodity 
X is an inferior good. Consequently the income elasticity of demand will be 
negative. 


13. THE PRICE CONSUMPTION CURVE AND ELASTICITY OF DEMAND 


Apart from enabling us to derive the demand curve for a commodity the price 
consumption curve also gives us an idea about the price elasticity of demand 
for a good. If we represent money on K-axis and commodity X on AT-axis then 
the slope of the price consumption curve will tell us whether the elasticity of 
demand for X is unity, more than unity or less than unity. If the slope of the 
price consumption curve is zero ( i.e ., horizontal) then elasticity of demand for 
commodity X is unitary (or one) because it shows that the total expenditure 
increased on X remains unchanged. This will happen when a given percentage 
fall in the price of X remains an equal percentage increase in the quantity 
demanded of X. When the slope of the price consumption curve is positive 
(i.e., when it slopes upward to the right) the elasticity of demand for X will be 
less than unity. If the price consumption curve has a negative slope the elasti¬ 
city of demand for X is more than one because as the price of X falls the 
amount spent on X increases. Fig 8.34 (A). (B) and (C) illustrate the three 
cases of unitary, less than unitary and more than unitary price elasticities of 
demand for commodity X. 

In Fig. 8.34 (A) when the price of X is the consumer purchases OX 


quantity of X and spends AY amount of his total money income OA on its 
purchase. When the price of X falls to he buys OX x quantity of X but he 

spends the same amount of his total money income, i.e., AY on it. This means 

v f AO AO ^ /AO 
that the given percentage fall in the price of X, i.e., I — j/'oB 


causes 
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an equal percentage increase in the quantity demanded of X leaving the total 
money outlay incurred on the commodity unchanged. Thus the elasticity of 
demand for commodity X is unity. 

Fig. 8.34 (B) shows that when the price of X falls the quantity of X bought 
increases from OX to OX x but the total money outlay incurred falls from A Y to 
AY i, i.e. t the consumer now spends less money on the purchase of X than 


Y Y Y 



(A) <B) (C) 

Fig. 8 34 

previously. This will happen when the percentage increase in the quantity 
demanded is less than the corresponding percentage fall in the price of X. The 
price elasticity of demand for X is, therefore, less than unity. 

In Fig. 8.34 (C) consequent upon a given fall in the price of X the quantity 
demanded increases from OX to OX x while at the same time the amount of 
money spent also increases from AY to AY X showing that the price elasticity of 
demand for commodity Y is greater than unity. 

Like the price elasticity of demand it is also possible to know the income 
elasticity of demand for a commodity from the income consumption curve. 
When the income consumption curve has either a negative or positive slope the 
income elasticity of demand will be positive although the absolute values will be 
different in different cases. When the income consumption curve is vertical the 
income elasticity of demand will be zero while in the case of a backward bending 
income consumption curve the income elasticity of demand is negative Likewise 
it is also possible to know the cross elasticity of demand from the price 
consumption curve. v 
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APPLICATIONS OF INDIFFERENCE CURVE ANALYSIS 



'T'HE indifference curve analysis has become very popular with the economists. 

The analysis is widely used in production (indifference curves are known 
as iso quant curves there); taxation and in other fields of economic study. We 
shall briefly describe some of the important applications of the indifference 
curves analysis. 

Edgeworth. 1 who was the first to make use of the indifference curves, tried 
to show the limit within which exchange could take place between the two 
individuals, given their preferences for the two goods, with the help of his 
famous box diagram of indifference curves. Assuming two individuals A and 
B possessing two goods, say cigarettes and tea. the following box diagram 
indicates the barter terms of exchange on which the exchange of cigarettes and 
tea would take place between A and B. 

Fig. 9.1 shows the scales of preferences of A and B for cigarettes and tea. 
B s indifference curves for tea and cigarettes have been put upside down and 
superimposed upon A's indifference curves. The total amount of tea and cigaret¬ 
tes possessed by both A and B is OX . and OY a (or OX b and O' Y,,) respectively. 
Let us suppose that in the beginning. A possessed OR quantity of cigarettes and 
RT quantity of tea. therefore, should possess the rest viz., O x N (=RY) 
amount of cigarettes and NT amount of tea. In the beginning A has larger 
amount of cigarettes but smaller amount of tea and consequently he will be 
willing tc exchange cigarettes for tea until the marginal rate of substitution of 
cigarettes for tea is equal to the price ratio between the two goods. But he will 
not enter into exchange with B if by means of exchange he cannot go over to an 
indilfcroncc curve higher than 2 A. Similarly B will be prepared to exchange 
tea lor cigarettes—since he has a large quantity of tea but only a small quantity 
of cigarettes—till the marginal rate of substitution between the two goods is 
equal to their price ratios. But B will not enter into any exchange with A if 
through exchange he is not enabled to move on to a higher indifference curve 
than 3 B. 

But it is clear that both A and B will be better off. if they enter into 
exchange_ A giving up cigarettes for B's tea and B giving up a part of his tea 

•Francis Edgeworth who was contemporary of Marshall was very fond of using mathema¬ 
tics in economics. He was the first editor of the Economic Journal and continued in that 
position till his death in 1926. His famous work. Mathematical Psychics, was published 

in 1881. 
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for A's cigarettes. Both of them will be able to go on to a higher indifference 
curve by means of exchange. 

We have said above that exchange will continue until the marginal rate of 
substitution between the two goods is equal to their price ratio for the two 
individuals. But we know that in the market, the price ratios between the two 
goods will be the same for A and B. Hence it follows that marginal rate of 



Fig. 9.1 


substitution of cigarettes for lea must be the same for both the individuals. The 

condition is satisfied, as shown in Fig. 9.1 where the indifference curves of A 

and B touch each other (on C, D, E, F and G points). As a matter of fact, there is 

a large number of points on which the two sets of indifference curves arc tangen- 

1,3 cach olher * Wc have taken five such points and connected them by a line 

called the “contract curve” or the “contract locus”. It will be noted that the 

contract curve represents the feasible positions of equilibrium in exchange where 

the marginal rates of substitution of cigarettes for tea of the two individuals are 

equal This curve is called the contract curve because every point on this curve 

indicates a position of final contract between the two individuals. The best 

2 ? R h ,ch c na blc s both the parties to maximise their welfare may be at 

W “ T bC lhC CXaCt p0int at which ,hc actual exchange will take 

Hv k Th,? ,S d ' ffiCU f ° anSWCr Since this wiH ,ar 8 el > de P end upon the respcc- 

n^rT P0WCr# ° f the tWO mdividua,s * The equilibrium position win be 

C ff i Z L J ? m ° rC reSOUrcefuI and succc ssful bargainer than B, and neared 
C if J is relatively more resourceful and successful than A. 

We have taken for our illustration two goods onlv We ran k™. 

S2S S&SSSSSm 
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In Rationing 

During the period of war and shortages of goods price control is imposed to 
check prices from rising and rationing is introduced to avoid black market and 
to distribute goods in short supply among the consumers in an equitable manner. 
The indifference curve technique enables us to study rationing from the point 
of view of individual consumers. 

Under rationing every consumer is issued a ration card indicating the quantity 
of different goods, say of foodgrains which he can buy per week or month from 



a specified ration shop. In 
figure 9.2 we have two goods 
represented along each axis- 
rice on the A'-ajys and wheat 
on the y-axis. We assume that: 

(1) two consumers A and B 
have the same amount of 
money income at their 
disposal; 

(2) each consumer is entitled 
to a fixed ration of OX, 
quantity of rice and OY 
quantity of wheat; and 

(3) each consumer has a diff¬ 
erent preference as bet¬ 
ween rice and wheat. 


Fig. 9. ? shows that A has a marked preference for rice—maybe he is a 
South Indian—while B, being a North Indian, likes wheat. This fact is shown 
by the different steepness of the indifference curves of the two consumers. If the 
government introduces rationing and at the same time prevents the exchange 
of goods between the consumers privately, then A and B will have to be in 
equilibrium at point E. But if they can exchange between them, A giving up 
some quantity of wheat {viz., L) to B and getting quantity of rice {viz.,.G) from 
B then both the consumers will be better off after the mutual exchange of rice 
and wheat because they will move on to higher indifference curves representing 
higher satisfactions but at the same time will be within their money income 
level. Their best combinations of rice and wheat will then be OXa+OYk foi 
consumer A and OXb + OYb for consumer B. 


In Taxation 

Indifference curves analysis can also be used to show how income tax is 
superior to sales tax or excise tax in the sense that the latter implies more sacri¬ 
fice to the consumer. Suppose the Government of India wants to raise an 
additional revenue of Rs. 10 crores from the public by means of taxation. What 
form should the tax take from the point of view of the individuals? Should the 
revenue be raised by means of an excise tax on commodities or should it take 
the form of an income tax? Since a tax—whatever be its nature and form- 
means burden to the taxpa>er. the important question is: which tax imposes a 
smallei burden on the taxpayer? It is desirable for the Finance Minister both 
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from the point of view of revenue yield as well as from the point of view of 
community welfare to impose that tax which is felt least by the taxpayer. 

In Fig. 9.3, A'-axis represents commodity X while Y- axis shows the money 
income of the consumer. Consumer's total money income is OA with which he 
can buy OB quantity of commodity X. Before any tax is imposed, the consumer 
is in equilibrium at point T where he buys AR amount of commodity 


money income 
Y 


on it. Now suppose an 



Fig. 9.3 


X by spending RT amount of his 
excise duty is levied on com¬ 
modity X making it costlier by 
the full amount of tax. As a 
result of rise in the price of 
commodity X when a tax is 
levied, the amount that can be 
purchased with OA money in¬ 
come is diminished from OB 
to OBi. The AB price line shifts 
downward to the position of 
ABi and consequently the con¬ 
sumer will now be in equili¬ 
brium at a lower indifference 
curve /C, at Ti as shown in 
Fig. 9.3. Now he will buy ARi 

quantity of commodity X ins- r , B . 

tead of AR bought before the tax and will spend R\T\ amount of money to buy 
it. Of the total money amount ( R\.T\) spent by the consumer, R 2 T\ goes to the 
government as the commodity tax. We have assumed that price of the commo¬ 
dity rises by the full amount of the tax levied; hence the difference between the 
previous price line AB and the new price line AB t represents the amount of tax 
going to the government. 

Suppose this amount (R 2 Ti) is collected from the taxpayer directly by means 
of income tax. The consumer's money income will now be reduced from OA to 
OA i- Smcc thc P r,cc of commodity X remains the same, the new price line 
AiB 2 will be lower than the old price line AB but it will be parallel to it (i.e. 
the slopes of AB and A\B 2 will be the same since price of commodity X will 
be unchanged if income tax is levied). The consumer will now be in equilibrium 
at point T 2 which is on a higher indifference curve than the one that the 
excise tax enabled him to attain. It is evident from the fact that while point 
T 2 is on indifference curve /C 4 while point T x is on a lower indifference 
curve/C ? . This shows that an income tax of equal amount is preferable to a 
commodity tax from mdmdual consumer's point of view as illustrated in 

„nT„ h “i y ,” eanS ° f iDdifference curve technique it is possible to show that 

eniov a hipher' * U ! Va ? Q ‘ !“ revenue to an excise duty, enables the consumer to 
enjoy a higher level of satisfaction than does the excise duty involving the s .me 

amount and the finance minister acting on the principle of least aggregate sacri 

fic ' sh °“ d c ° ,lect the given amount of revenue by introducing income tax 
rather than through the levy of a commodity tax. 
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Further Application of the Analysis in Taxation 

Income tax might have an adverse effect on the taxpayers’ willingness to 
work and thus may ultimately reduce national income. We shall now illustrate 
this efTect of the income tax with the help of the indifference curve analysis. 

In Fig 9.4 (A) the money income has been shown on the F-axis and the 
amount of work has been shown on the A'-axis. The maximum amount of work 

Y Y ' 



Fig. 9.4 


hours are only 24 hours a day. Every worker has to choose between income 
and work which brings him income. The worker has a whole pattern of indiff¬ 
erence curves which indicate the different levels of satisfaction which he will 
secure by different combinations of income and the corresponding amount ot 
work. The best combination will obviously depend upon the wage line. 

The positively sloping wage or money income line shows that the money of the 
worker increases as he works for longer hours. When he works for all the 24 
hours he obtains the maximum income shown by the perpendicular height drawn 
from L to the wage or income line, i.e.. LW. The slope of the wage line Will 

Show .he wage rate per hour-.he steeper .he wage line .he higher the wage 

ril ,e per hour. The worker will choose .hat combination of money income and 
"ork or leisure because leisure hour, can be obtained by deducting the numt. 
of work hours from 24 hours. Here we treat leisure as a good whose opponu 
nity price is .he money income foregone which could be earned if .he worker 
worked during .he leisure hours. Income and leisure are, therefore, rival goods. 
Thus an individual’s preferences between income and leisure can be displayed 

by the usual type is OW and the worker will be in 

hTse^es /combination of OX x hours of work (I,.. 
X,L leisure hours) and OT, amount o. money income. 

Consequently, -he wage rate per hour is or ££ which is the same as 
the slope of the wage line O W 
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Suppose the government levies income tax. exempting a certain m nimum 
amount of money income OM. The tax on income will obviously reduce the 
total disposable money income of the worker, l ienee the wage or income line 
will shift downward to the position of OW\ the new wage line is M\W\. With 
wage line having been lowered as a result of income tax levy, the worker will 
obviously be on a lower indifference curve and his new equilibrium will he at T> 
with OK = amount of money income and Of. hours of work. As result of 
income tax levy the worker has now to work for longer hours and he now enjoys 
less hours of leisure. Before income tax was levied, he had X\L hours of leisure 
and worked for OX t hours; but now he has only X.L hours of leisure and works 
for OXo hours. If this worker works for longer hours as a result of the levy of 
income tax and if we assume that there is a direct relation between the number 
of hours worked and the size of production, \sc can state that output will 
increase as result of levying the income tax. Although we started with the 
proposition that income tax affects adversely the incentive to work and thus 
reduces the level of national income but have reached the conclusion that the 
income tax levy will stimulate workers to work for longer hours and to sacrifice 
part of their leisure—when income tax reduces their income the workers work 
for longer hours to maintain their money income. The whole argument, however, 
rests on the assumption that the workers’ demand for income is inelastic. 

It is possible, however, to show that an income tax might have the opposite 
effect. In Fig. 9.4(B) although the worker is worse off aftci income tax has 
been levied since his best combination of income and work is at a lower level, 
but his combination shows that after income tax has been levied, the worker 
prefers larger amount of leisure to longer hours of work. What is the reason 
for this difference in result? 

The student would have noted that there is a difference in the slopes of wage 
lines as well as the pattern of indifference curves in Fig. 9.4 (A) and (B). In the 
first case, the wage lines are steeper, indicating higher wage rate—the price of 
giving up leisure in favour of work is high. The worker who gets high income 
and is accustomed to a higher standard of living, wants to maintain it even after 
income tax has been levied, hence he is prepared to work for longer hours to 
maintain his accustomed high standard of living. The indifference curves bet¬ 
ween work and income are rather steep for the first worker and they show that 
an additional amount of leisure means great loss of income. In other words 
leisure has a high opportunity cost. On the other hand, the second diagram 
illustrates the case of a worker who has lower wages and whose indifference 
curves are not so steep. This worker accepts a cut in his wages as a result of 
income tax levy and increases the amount of leisure he already enjoys Thus 

wh ,f J her not an income ,ax wi " affect adversely workers’ willingness to work 
w.ll depend upon the wage rate as well as the pattern of indifference curves 
regarding income (which is the result of work) and leisure. 


Supply of Labour Curve 

9 5 We r h r e Sh0 r WOrk ° n ,he A '- axis > and ,ota * money income earned 
and the s^r wage hn « OW.OW u OIV, and OIV, represent wage level 
Per the wa « e ,n e. the higher the wage rate. The indifference curves 
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7Ci, 7C„ /C 3 and IC A represent the preferences of the worker between work and 
income (which is the result of work or giving up leisure). 

It should be noted that the indifference curves become steeper with higher 
wage rate, the worker preferring income (or work) to leisure. The various points 

of tangency between wage lines and 
the indifference curves are joined to¬ 
gether and the resulting curve or 
line is called the “wage offer curve” 
which shows the different amounts 
of hours of work for which a wor¬ 
ker will work at different wage 
rates. This curve corresponds to 
the price consumption curve which 
shows the relation between different 
prices of a commodity and the diffe¬ 
rent quantities which will be bought 
by the consumer at those prices. 
The wage offer curve shows that at 
higher wage rate the number of 
hours offered for work are reduced 
and the worker prefers a larger 
amount of leisure. This fact is ex¬ 
plained in terms of the substitution 
and income effects thus: 

1. As the wage rate increases the 
worker naturally likes to earn more 
and secure the advantage of higher 
wage rate—the substitution effect 
of higher wage is always in favour 
of large number of working hours 
and consequently less leisure hours. 

2. As the wage rate increases the 

worker becomes brtter off because his money income increases. Since leisure U a 
"superior commodity" and work an “inferior commodity , the income effect of 
an increase in the wage rate is in favour of leisure and against work inducing the 
worker to prefer leisure to work. . . . e f 

1 , so happens that the income effect of higher wages wh^h .s m favour of 

greater amount of leisure (or against longer hours of work) offsets th '“ U 
fion effect which is always in favour of greater amount of work. To put the 
same idea in a slightly different way. the income effect of higher wage rate 
favour of leisure overcomes the substitution effect of higher wage 
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normally the increase in wage 


the number of working houn <»the derivation of the con- 

cu ™ eanbc ** d 
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to derive the conventional supply curve of labour as shown in Fig. 9.5, where 
the supply curve of labour SS shows the relationship between the wage rate and 
the number of hours for which the workers arc willing to work per day. The 
supply curve of labour SS showing the relationship between the wage rate and 
the hours of work per day in the lower part of Fig. 9.5 has been derived from 
the wage offer curve in the upper part of the figure. The supply curve of labour 


CH 

shows that after the hourly wage rate is raised above the number of hours 


for which the workers are willing to work each day decreases. In other words, 
the higher wage rate instead of providing an incentive for the workers to work 
for longer hours causes in them a disincentive to work. Consequently the supply 
curve after C is backward bending. In underdeveloped countries where workers 
arc contented by earning only a fixed money income per day the supply curve of 
labour will be backward bending at high wage rates. For example, a rickshaw 
puller may not bother for passengers after he has earned, say, ten rupees. If the 
rickshaw fares are raised, he will work less and not more because he can now 
earn ten rupees—his targeted daily income by working for less hours. 


The Index Number Problem 

The indifference curve analysis can be used to explain the index number 
problem. Suppose in two different periods, a consumer gets two combinations 
of two goods at two different price ratios. The index number problem is: Is the 
consumer better off or worse off in period 2 as compared with period 1? Or has 
his standard of living gone up or down? We can show this with the help of the 
indifference curve analysis. We assume that the consumer’s preference between 
the two goods remains the same; in other words, the same indifference curves 
apply for both the periods. In Fig. y 
9.6, IC lt IC Z and IC 3 represent the 
consumer’s satisfaction from tea 
and cigarettes in both the periods. 

AD represents the price line in 
period 1 and the consumer’s equili¬ 
brium is indicated by point T x (the 
equilibrium combination is OX x 
amount of tea and OY x quantity of 
cigarettes). In period 2, the price 
line is A\B\ t and the consumer is in 
equilibrium at point T t on a higher 
indifference curve /C a (the new 
equilibrium combination is OX t 
amount of tea and OY z quantity of 

cigarettes). It is clear that the con- riK , D 

sumer is better off in period 2 even though his combination of the two aooris 
shows more of one good and less of the other. 2 8 d 

2 For the application of indifference curve technimi^ in 
also for its use in analysing producer's equilibrium, see ChapteTl, anTlT^ * SUrP ' US ^ 
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Evaluation of Indifference Approach 

The indifference curve analysis is now extensively used in economic analysis 
although Hicks developed it as an alternative analysis of demand as against the 
conventional utility analysis of demand. It is claimed by Hicks and others that 
the indifference curve technique is superior to and different from the orthodox 
utility analysis. 

It is true that in certain respects indifference curve analysis is superior to the 
old cardinal utility approach. Firstly, it is more realistic than the old utility 
approach since demand is studied in terms of two or more goods and not in 
terms of one commodity alone. Secondly, it assumes that utility or satisfaction 
cannot be cardinally measured. At best we can only say that one level of satis¬ 
faction is higher or lower than another and not by how much. In other words, 
the indifference curve approach is based on the ordinal number system while the 
old utility approach was based on the cardinal number system according to which 
satisfactions could be measured, added or subtracted. Thirdly, the indifference 
curve technique explains the income and substitution effects of a given change in 
the price of a commodity clearly. Consequently, the analysis enables us to derive 
the real income constant demand curve which shows the changes in the quantity 
demanded of any good as the result of price changes alone. This is not possible 
in the old utility analysis. 

Although the indifference curve analysis of consumer behaviour has many 
merits, it is argued by certain writers that it is merely the utility analysis put in 
a new garb. The indiffence curve analysis has merely substituted new concepts 
and equations for the old ones. In place of the old concept of “utility”, the 
indifference curve approach has introduced the new term “preference”. Instead 
of the cardinal number system of one, two, three, etc., which is said to measure 
the strength of a consumer's desire, the indifference curve approach uses the 
ordinal number of first, second, third, etc., to indicate individual's preferences. 
The concept of the marginal utility has been replaced by the new concept 
of the marginal rate of substitution; and instead of the old principle of 
the diminishing marginal utility, the indifference curve technique offers the 
principle of diminishing marginal rate of substitution. Lastly, as against the old 

MU a MU b • MU C MU d t t 

equation -=- =-5 -= -gr-.. .etc. to indicate the optimum 

consumer satisfaction, the indifference curve analysis has evolved a new equation 
of consumer equilibrium (maximum satisfaction), viz., the marginal rate of 
substitution between two goods X and Y should be equal to their price ratio i.e., 

MRS UX — -it- • Thus the indifference curve technique is not a complete break 

P v 

from the past, but is rather a reformulation of the old theory with new terms 
used for the old ones. 

There is one important assumption on which the indifference curve approach 
is based, viz., the consumers are familiar with their preference schedules. 
The indifference curve analysis assumes that every consumer is fully aware of the 
different combinations and substitutions of a pair of goods; between, for exam¬ 
ple apples and oranges, or between shirts and shoes. For each pair of goods. 
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the indifference curve portrays a number of iso-utility combinations. Thus the 
consumer is assumed Co know for any two goods out of a large assortment of 
goods his preferences, the marginal rate of substitution, total satisfaction, total 
outlay and income. But is it sensible to assume that an average consumer will 
have all this knowledge? It is possible that he may know what substitutions he 
can make between two goods which he might buy often. For example, a consu¬ 
mer may know that 5 cups of tea and 10 cigarettes will give him as much 
satisfaction as will 4 cups of tea and 14 cigarettes. But he may not be able to 
compare the utility of 10 cups of tea and 2 cigarettes with that of 9 cups of tea 
and 3 cigarettes. In other words, while the consumer may have knowledge about 
one or two combinations of the two goods in the vicinity of his actual purcha¬ 
ses, it is wrong to expect him to read off 10 different alternative combinations 
of the two goods which are supposed to give him the same amount of satisfac¬ 
tion. In other words, a consumer does not possess full knowledge about 
the course of his entire indifference curve. The consumer at best can tell us 
about two or three combinations of the two goods X and Y which he considers 
iso-utility combinations. Thus from the knowledge about three points on the 
utility space we cannot derive the entire indifference curve for him. 

The indifference curve technique concentrates attention exclusively upon the 
simple cases dealing with a rational consumer’s choice and his expenditure only 
upon two goods. In real life, such situations are, however, too simple to be of 
real value because individuals buy more than two goods. When the total money 
expenditure is distributed between more than two goods, the indifference map 
loses its simplicity; for three goods we need three dimensional model which is 
not easy to handle and for more than three goods, geometry fails us altogether. 

The indifference curve analysis has a weak structure because it is based upon 
the assumption of stability of consumer tastes. The entire indifference map 
remains valid only as long as tastes do not change, /. e„ preference relationship 

S'J r Ma,SUmed 10 66 a,ways in a s,ate °f flux then the 

, r °1 ,ndlfr " encc curve ana| y sis win collapse like the frail house of 

kll^ Slenn8 ' however, the fact that in the real world consumer behaviour 

' “ *' y . U, T lhe f0rce of habil ' ,he assumption of a given taste structure 
does no serious violence to the analysis. 

The indifference curve analysis deals' with the smoothly-sloped indifference 

eooT W r' Ch flOW , 0m u ,he assum P ,ion of continuous quantities of the two 

?: 0 goo^° DSeqUeD,ly ,hC aDa,ySiS « tad « thB «*>«— °f discrete quantity 

i’S.r;.*; -isrsxrsrr- r - 

co^S n “^dS S ,^r * he p r bility of external in 

not depend upon the consumption levels of othere 1 ' C ° nsuraer does 

People do not wan. to becomi mereJ^ buSeT .han" 0 ^ 0 * 6 ^’ COrreCt - 

besides being dependent upon the toial quantity of economic .T h y We ' fare 

HUduuuy or economic goods enjoyed by 
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me also depends in a large measure upon the quantity of goods enjoyed by my 
neighbours. 

Lastly, the analysis also assumes that consumer's indifference map is indepen¬ 
dent of the market behaviour, / e., of the prices of different goods in the market. 
This is not, however, true. Our tastes are influenced to a considerable extent by 
the changes in the relative prices of goods in the market. 
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THE ELASTICITY OF DEMAND 
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• 

\ LTHOUGH associated with^Marshall, the concept of the price elasticity of 
- ^“demand h as its origin deeper in the history of economic thought; its origin 
can be trace d to Mill and Cournot.. The elasticity of demand refers to a parti- 
cular beh aviour of a demand curve. ..Generally speaking, it refers to the effect 
upon the quantity demanded of a given change in the price of a good. In a way, 
it refe rs-to" the capacity of the demand to 'stretch’ or ‘shrink’ in response to 
given p ri£e_chapges.—The amount of a good demanded in the market during 
any given period of time depends upon the price of that good, income, tastes and 
wealth of the people and the prices of related goods. In fact, we can state the 
demand for a good as a function of its price, the prices of related goods, income, 
wealth aqd tastes of people. Thus the generalised demand function for commo¬ 
dity could be written as: Q=f(P,\ />„; P t \ /; W\ T). The quantity demanded 
will_cliange whenever there is a change in any one or more of these demand 
determijiants. Jf Jill the otjjpr determinants except the price of the good are 
t reated as given then the^mouht demanded of a good will be directly related 
to its price. 

Sometimes, the demand for a good is very sensitive so that even a small 
change in its price will bring about a large change in the quantity demanded. 
But in certain other cases the demand for a commodity may not be so responsive 
so that even a considerable fall in its price may not lead to any appreciable 
increase in the amount demanded. The degree of sensitiveness of demand for a 
good to changes in its price is called the elasticity of demand. According to 
Marshall’, "the elasticity (or responsiveness) of demand in a market is great or 
small according as the amount demanded increases much or little for a given 
rise in price . Although MarshalUhscussed the elasticity of demand only with 
r_^rence to price changes we may apply the concept of elasticity wherever there- 
_are_two variables one independent and the other dependent. Thus we have the 

? f , d “; U,c , mCOmC daS,ici,y ° f 'he croT*elasticity 

r ,CWy ,0,al COS,: the elaS “ City ° f pro “* ">e elasticity 


s It has bccn suggested that Marshall had found the r*Ukr.t~< , . , 

while relaxing on a Palermo hotel roof although he did not nnhi^K^ f ??i U,a in 1881 

first edition of his Principles was published Von NorHino pub,,sb lt un “* 1890 when th( 
indicated the elasticity formula. 8 lo bc ,he fi rst man to hav< 

2 Principles , 8th ed. reset and reprinted ( 1949 ). 
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1. KINDS OF ELASTICITY OF DEMAND 


Price Elasticity of Demand ( Ej ): The price elasticity of demand may be defi¬ 
ned as the ratio of the proportionate change in the quantity demanded of commo¬ 
dity X to a given proportionate change in its price. The formula for calculating 
the price elasticity of demand is 3 : 

Percentage change in the quantity demanded of X 
J ~ Percentage change in the price of X 

dQx . dP > 

Qx Pi 

dQx Px / 

~iP. Q. 

Income Elasticity of Demand (E v ): The income elasticity of demand for 
commodity X may be defined as the ratio of proportionate change in the amount 
demanded to a given proportionate change in the income of consumers. The 
formula for calculating the income elasticity of demand is similar to that of the 
price elasticity except that we substitute the given change in consumer’s money 
income in place of the given change in the price of a commodity. 4 

Percentage change in the quantity demanded of X 
v ~~ Percentage change in consumer’s income 

dQx . oM 
~Q* M 

dQx M 
~dM ‘ Q x 

Cross Elasticity of Demand ( E X P „): It refers to the ratio of proportionate 
change in the quantity of commodity A' to a given proportionate change in the 
price of some related commodity Y. The formula for calculating the cross 
elasticity of demand is: 

Percentage change in the quantit y demanded of X 
ExPy— Percentage change in the price of / 

_dQx . dPv 
“Q* ' P, 


_0Qs Py 

~dPx Qx 


We know that the relationship between two commodities * and r may be 
either substitutive or complementary or neutral. If the - goods are perfect 

.• it, a orp-ttivelv sloping price-quantity demand curve, the algebiaic sign of 
0 ^ a ", bc negative because the changes in price and quantity demanded take place ,n 

the opposite direction. 

»For more details see, further on. 
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subsitutes for each other then the cross elasticity of demand will be infinity, 
which means that an infinitesimal change in the price of commodity Y will 
cause an enormous swing in favour of commodity X reducing the demand for 
Yt o almost nothing. On the other extreme the cross elasticity of demand bet¬ 
ween the two goods may be zero when they are not at all related to each other. 
In the case of substitute goods the cross elasticity of demand will range between 
these two extremes—zero and infinity—depending upon the degree of substitu¬ 
tability. In the case of complementary goods the cross elasticity of demand will 
have a negative sign. The demand for fountain-pen ink will increase 
when the price of fountain pens falls and consequently the demand for fountain- 
pens expands. As the demand for the ink varies inversely with the price of the 
fountain-pens the cross elasticity of demand for the ink is negative. 

The absolute value of the cross elasticity of demand may be negative, positive 
or zero as opposed to the price elasticity of demand which is normally negative. 
Where commodity X and commodity Y are substitutes the cross elasticity of 
demand will be positive, i. e. t E X P V 
>0—a rise in the price of Y t the 
price of X remaining the same, will 
cause an increase in the amount 
demanded of commodity X. In case 
of two goods X and Y having com- o 
plementary relationship, a rise in the .§ 
price of Y will mean a diminution in 
the sales of X, /. e., E x p v < 0. For ins¬ 
tance, if the price of fountain-pens 

rises, the sale of fountain-pen ink O 1 - +Jt 

will fall. Where X and Y are unrcla- Quantity of x 

ted or independent goods the cross Pig- 10.1 

elasticity of demand will be zero, i. e. t E*p y =- 0. For instance the cross elasticity 

of demand for books with respect to the change in the price of bicycles is zero 

because the two commodities are independent of one another. Fig. 10.1 illustrates 

the three cases of cross demand. The D,D lt D e D e and D n D n demand curves 

represent substitute, complementary and neutral good X in relation to good Y. 



2. FIVE KINDS OF PRICE ELASTICITIES OF DEMAND 

( 

The degree of responsiveness of demand to price changes differs from com¬ 
modity to commodity and from individual to individual. Sometimes a small 
fall in the price of a good may lead to a considerable increase in the quantity 
demanded of that good while at other times even a considerable fall in the 
price of a good may not lead to any inorease in its amount demanded. The 
demand for a commodity . is said to be elastic if it changes considerably in 
response to a given change in its price; it is said to be inelastic when the degree 
of response m the quantity demanded to a given change in the price of a good 
is negligible. 5 Economists talk of five different kinds of price elasticity of demand. 


^Instead of “elastic” and ''inelastic", 
elasticity. 


some economists use the terms "high” or "low” 
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These five different price elasticities of demand are: 

1. Perfectly Elastic Demand. When an infinitesimal rise in the price of a 
commodity causes the quantity demanded to fall to zero; and an infinitesimal 
. ln , e . P nce causes an infinite increase in the quantity demanded then the 
price elasticity of demand for a commodity is said to be infinite. Cases of per- 

ectly elastic demand are exceedingly rare and hence are not of much practical 
interest. 


2 ’ f er f ectl y Inelastic Demand. When the quantity demanded of a good 
remains the same, irrespective of any rise or fall in price of a commodity then 
the demand is said to be perfectly inelastic (/>., elasticity of demand is zero). 
Just as it is extremely rare to come across cases of perfectly elastic demand in 
real life so also we do not see cases of perfectly inelastic demand for a com¬ 
modity because even the demand for the bare necessities of life does show some 
degree of responsiveness to changes in price. 

3. Elastic Demand. This happens when a given proportionate fall in the 
price of a good is accompanied by a relatively larger proportionate increase in 
the quantity demanded and vice versa. In such a case the elasticity of demand 
here is said to be more than unity. 

4. Inelastic Demand. Demand is inelastic when a given proportionate fall in 
the price of a good causes a relatively smaller proportionate increase in the 
quantity demanded and vice versa. The elaticity of demand here is said to be 
less than unity. 

5. Unitary Elastic Demand. When a given proportionate fall or rise in the 
price of a good causes an equi-proportionate increase or decrease in the quantity 
demanded, then the elasticity of demand is said to be unity or one. 

The above five different price elasticities of demand are illustrated in Fig. 10.2. 
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Fig. 10.2 


It should be remembered that an entire demand curve will rarely 6 have the 
same elasticity throughout its length. The above classification of the price 
demand elasticities, therefore, applies to the different portions or segments of a 
price demand curve. A demand curve will change its elasticity continuously 


6As an exception we have a rectangular hyperbola demand curve which has unitary 
elasticity throughout its length. Such a demand curve never meets its axes and the product 
of the vertical and horizontal distance of all parts of the demand curve from the axes is 
constant. We have also perfectly clastic and perfectly inelastic demand curves as exceptions. 
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along its course. 7 The three exceptional cases are “perfectly elastic" “P^l'y 
inelastic” and “unitary elastic" demand curves. In these cases the demand 
curve indicates only one elasticity throughout its length. "Relatively clastic 
and “relatively inelastic" demand curves as such do not exist. 


3. FACTORS DETERMINING THE ELASTICITY OF DEMAND 


Whether the demand fora good is elastic or inelastic is determined by a number 
of factors. In the first place, the demand for luxuries is said lo be generally 
elastic, while the demand for necessaries is usually inelastic. This is so because 
certain cssential-to-lifc commodities like foodgrains will be demanded whatever be 
their price; on the other hand, luxuries can be more easily dispensed with. Hence, 
a given rise or fall in the price of an essential commodity does not ordinarily 
affect significantly the total amount of a good bought. Although it is true that 
the nature of a commodity-whether it is a necessity, comfort or luxury—docs 
have influence on the elasticity of demand but it is not always true that the 
demand for luxuries is always elastic and that of necessaries always inelastic. 
In the case of costly luxury goods like diamonds, the demand will be inelastic 
because the price is so high as to enable only the very rich to buy them. A 
change in their prices either way (unless perceptible) will not affect purchases 
of the rich people. Similarly, in the case of such luxuries as cars, the demand 
v will tend to be inelastic, since the demand for them comes, more or less under 
conventional necessaries and hence people who want to buy cars will buy them 
whether the price rises or falls. 

Secondly, in the case of necessaries too, the elasticity of demand depends 
upon the proportion of income wjiich a consumer generally spends on them. 
The consumer’s expenditure on salt or match sticks is so small and constitutes 
such a small fraction of his total money income that even a rise of 50 per cent 
- in their prices will not induce the consumer to cut down his expenditure on 
these items and consequently the clasicity of demand will be relatively small. 
The same, however, cannot be said of such items as clothing on which the 
consumer spends a considerable part of the total money income. Thus, although 
the elasticity of demand depends upon the nature of the commodity—whether 
it is a necessity or a luxury—it is not always correct to say that necessaries have 
inelastic demand and luxuries elastic demand. 

Thirdly, the demand for a commodity is said to be more elastic if the com¬ 
modity has good substitutes. If a commodity has many substitutes, then even a 
small rise in its price will induce buyers to go in for substitutes; similarly a given 
fall in its price will induce more people to buy this commodity rather than its 
~ substitutes. The demand for cigarettes may be inelastic (because cigarettes arc 
a necessity for those who are addicted to smoking) but the demand for any 
particular brand of cigarettes may be highly elastic because the different brands 
are good substitutes for one another. In this connection we should mention 
the influence of habit on the elasticity of demand. Persons become accus¬ 
tomed to buying certain goods and do not consider at frequent intervals the 

7 Refer to “Measurement of Elasticity** in this Chapter. 
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desirability of continuing or adjusting certain purchases. Thus price changes 
may bnng little immediate response. But over a longer period, habits can change 
and as a consequence the demand will be more responsive to changes in prices. 
In certain parts of India, for example, the middle class consumers are accusto- 
med „ the consumption of ghee. Even if the price of vegetable oil falls, most 
ol these consumers will not immediately take advantage of the low price of 
vegetable oil by substituting it lor ghee because habit dies hard and their nreju- 
dice for ghee will take quite some time to disappear. Hence the demand for 
vanuspati may be inelastic in the short period. But if the low price of vegetable 
oil continues tor a long time, more and more consumers may increase their 
purchases of vegetable oil to take advantage of its low price. Changes in habits 
and customs therefore, may cause the demand for many goods to become more 
clastic in the long period compared with the short period. 

The second factor which accounts for the low price-elasticity of demand 
during short period as compared with the long period is technological Consu¬ 
mers do not lind themselves in a position to adjust their consumption pattern 
promptly to price changes. It may be that the increase in the demand for a 
good whose price has fallen may not materialise without forcing the consumers to 
purchase costly complementary goods. A fall in the price of electricity will not 
increase its consumption until the consumers purchase costly electric appliances 
such as electric kettle, iron, toaster, refrigerator etc. The short period elasticity 
of demand will also be relatively low compared to the long period elasticity on 
account of the durability of many goods. For instance, kerosene stove must 
wear out before a new electric heater or hot plate whose price has fallen could 
be purchased, and this takes time. Therefore, in the case of durable goods the 
price elasticity of demand is low in the short period although it will be high in 
the long period. 

The third factor which accounts fora low short period price elasticity of 
demand is the market imperfection. Knowledge being far from perfect, it takes 

some time before the fall in price be¬ 
comes known to the consumers and 
consequently the demand will not 
increase immediately after the price 
has fallen. Consumers may also 
postpone their purchases if they ex¬ 
pect further fall to take place in the 
price of a good. In Fig. 10.3 DsDs 
and DlDl represent the short-run and 
long-run demand curves respectively. 
DlDl. demand curve is more clastic 
than DsDs demand curve since for a 
given fall in the price of a good X the 
quantity demanded increases more. 

To a large extent, goods are considered necessary because they do not have 
suitable substitutes. Salt is a necessity because there is no good substitute for 
salt, it is possible to argue that the demand for salt is inelastic, not because 
,l is a necessity but because there is no good substitute for it. It is true that the 



Fig 10.3 
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possibility of substitution to a great extent shows whether a commodity is a 
necessity or a luxury. 

Fourthly, demand is said to be more elastic when the commodity has a 
variety of uses than when it has only one use. If the price ol a commodity * Inch 
has a number of uses—for example, water, coal or steel-falls, n will induce 
the consumption of the good in all its uses, particularly in iho:c uses where its 
marginal utility is low because at a high price the commodity will not l»e put 
into those uses where its marginal utility is low. A rise in the price ol this 
commodity, on the other hand, will.-.er.d to restrict the consumption of the 
commodity only to those uses in which its marginal utility is relatively high. 

It is also possible that the demand for a commodity, which has a variety of 
uses, may be clastic in some uses and inelastic in some others. In India coal is 
used by railways for the generation of steam power; in homes as fuel and by 
steel mills for iron-ore smelling. Even if the price ol coal rises the railways and 
steel mills will continue to use it. (i. e. the demand for coal in these uses is 
inelastic); while the consumers may gi\c it up and lake to alternative domestic 
fuels (the demand for coal for domestic uses is thus elastic). In other words, the 
demand for a commodity in those uses where its marginal utility is high will be 
inelastic, while it will be low in those uses where its marginal utility is low. 

Fifthly, demand for a commodity is said to be clastic if its consumption can 
be postponed. The consumption of woollen goods may be postponed, if their 
price rises but the consumption of rice or wheat cannot be so easily postponed. 
Hence the demand for the former may be considered as clastic, while in the ease 
of the latter demand is said to be inelastic. It should, however, be remembered 
that the commodity whose consumption cannot be postponed is a necessary 
commodity, while the commodity whose demand can be easily postponed is 
usually a luxury or semi-luxury good. 

Sixthly, the price elasticity of demand will depend upon the range of prices. 
At very high and \cry low range of prices the demand for a commodity tends 
to be inelastic. When the price of a commodity is very high, the demand for it 
comes from only a small section of people in the country, r/r., the rich people. 
A change in the price of a com moony in either direction in such a situation 
will not affect the demand much. If, on the other hand, price of a commodity 
is so low that all those who want to buy. then a change in ihe price in either 
direction will affect the quantity demanded much. 

Hence the demand is elastic only when we take a moderate range of prices. 
When the price falls from a very high to a low level then the people belonging 
to lower income groups, who are numerous in every country, are enabled to 
buy the commodity and the demand for a commodity tends to become clastic. 
But when the price falls below a certain critical (satiety) level, the consumers 
will not expand their purchases of the commodity indelinitely. We can. there¬ 
fore, slate that at very high prices the demand may be inelastic, between the 
moderate and high prices it may tend to be clastic and at very low prices it may 
become inelastic again. 8 


“Marshall in this connection states: “The elasticity of demand is great for high prices and 
great or at toast considerable, for medium prices; but i, declines as 
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Two important points should be noted from the above discussion. In the 
lirst plate, it is difficult to say prima facie whether the demand for any good is 
elastic or not. In fact, it depends upon the range of price, the period in which 
the price change takes place, and rhe behaviour of the consumers. The concept 
should be applied only to the effects of relatively small changes in the price of 
a commodity during short period within which the intensity of demand for the 
commodity remains constant, uninfluenced by changes in habits, customs and 
tastes of the consumers. 

Secondly, the different influences on the elasticitv of demand may be grouped 
under the following three headings: 

(o) the price of the commodity; 

(/>) the proportion of the money income spent on the commodity; and 

(c) the possibility of substitution. 

All those factors, which we have mentioned, can be conveniently brought 
under any one or all of the above three headings. 

4. MEASUREMENT OF THE ELASTICITY OF DEMAND 
(A) Total Outlay Method 

One of the methods of measuring the price elasticity of demand suggested by 
Marshall is to consider the change in the price and the consequent change in 

the total quantity of good purchased 
and the total amount of money spent 
on it. If, for example, a given fall in 
the price of a commodity does not 
cause any change in the total amount 
of money spent on the commodity 
(/. e. t if the total money outlay re¬ 
mains constant) the elasticity of 
demand is said to be unity; if the 
total money outlay is increased the 
elasticity of demand is said to be 
Quantity Demanded of x greater than unity*; if on the other 

Fig. 10.4 hand, the total money outlay incurred 

on the purchase of the good decreases the elasticity of demand is said to be 
less than unity. This is illustrated diagrammatically in Fig. 10.4. 

In Fig. 10.4 the original total money outlay represented by the rectangle 
OQPR is the same as the new outlay represented by the rectangle OQ x P x R x —the 



and gradually fades away if the fall goes so far that satiety level is reached. This rule 
appears to hold with regard to nearly all commodities and with regard to the demand of 
every class; save only that the level at which high prices end and low prices begin, is different 
for different classes: and so again is the level at which low prices end and very low prices 
begin.*’ (Ibid., p. 87). 

•For a negatively sloping demand curve the algebraic sign of the elasticity is always 
negative and greater than unity /. e., is 2 or 3 etc. Actually mathematically it should be —2 
or etc., and as such it is less than —1 which we usually call unity, ignoring the negative 
sign. 
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rectangle JPW, showing the decrease in the total money outlay due to a given 
flu in the prL (PP 0 is made good by the increase in total money outlay 
represented by the rectangle P,P,Q,Q caused by the increase in he > 

demanded at the lower price. The fall m the pr.ee and ' l £ 

quantity demanded are equi-proportional. Consequently 'he e has h en no 
change in the total money outlay incurred on the purchase of commod.ty X. 
The price elasticity of demand consequently is said to be unity. 

Similarly Figs. 10.5 (A) and (B) represents diagrammattcally the greater than 
unity and less than unity price elasticity of demand respectively^ In F.g. >0.5 
(A) the original total money outlay represented by rectangle OQPR «^smalcr 
than the new total money outlay represented by the rectangle OQ^K,. The 



Fig. 10.5 

converse will hold good when the price increases. Elasticity of demand conse¬ 
quently is greater than unity. In Fig. 10.5 (B) the facts are the exact opposite 
of those in Fig. 10.5 (A) and consequently the elasticity of demand is less than 
unity. The relationship between the total money outlay and the price elasticity 
of demand can also be shown by means of Fig. 10.6 (A) and (B) in which the 
price elasticity of demand has been related to: (a) the total money outlay and 
the quantity demanded; and (b) the total money outlay and the price. 

Fig. 10.6 (A) shows that when the price of X falls its quantity demanded 



Fig. 10.6 

increases such that the total money outlay incurred on commodity X rises 
Consequently the elasticity of demand is greater than one or unity. When th< 
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fall in the price does not affect the total outlay the elasticity of demand will be 
unity for this is possible only when the amount demanded increases in the same 
proportion in which the price falls. When the total outlay falls this shows that 
for a given percentage fall in the price of X the quantity demanded increases by 
a smaller percentage. Consequently the elasticity of demand is less than unity. 
Fig. 10.6 (B) shows the same relationship with respect to price-changes. 

In the total outlay method the elasticity of demand is unity when the total 
money outlay incurred on the good remains unchanged, /. e., the change in the 




Fig 10.7 

total money outlay is zero; greater than unity when the total money outlay in¬ 
creases for a given price fall. /. e , the change in total money outlay is positive; 
and less than unity when the total money outlay decreases for a given fall in 
price: /. e., the change in total outlay is negative. The relationship between the 
price elasticity of demand and the total money outlay can be illustrated by asso¬ 
ciating the elasticity ol demand with the change in the total outlay as shown in 
Figs. 10.7 (A) and (B). As shown in Fig. 10.7 (A) for the elasticity of demand 
less than unity the change the total money outlay is negative /. e , total outlay 
diminishes as the price falls. When the elasticity of demand is unity the change 
in the total outlay is zero i. c . the total outlay remains unchanged as price falls. 
When the elasticity of demand is greater than unity the change in total outlay is 
positive. /. total outlay increases as price falls. Conversely, if the change in 
price takes the form of price increase, as shown in Fig. 10.7 (B), then the elasti¬ 
city of demand will be unity if the total money outlay incurred on the purchase 
of the good remains unchanged: greater than unity if the total money outlay 
incurred on the good decreases: and less than unity if the total money outlay in¬ 
curred on the good increases. The total outlay method of measuring the price 
elasticity of demand is adequate if our interest is limited to the classification of 
the price demand only into elastic, inelastic und unitary elastic demand. 
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(B) Point Method elasticity of demand suggested by 

The second method of measuring the price elastic y 

Marshall is to take a straight line 


demand curve intercepted by both 
the axes and measure the elasticity 
between the two points P and P x 
which we assume to be infinitely 

close to each other. 

In Fig. 10.8, AB is a straight-line 
demand curve connecting both the 
axes where 

QP is the original price; 

OQ is the original quantity de¬ 
manded; 

Q X P X is the new price; 

QQ X is the new quantity deman¬ 
ded; 

l\P represents the change in price; and 



Fig 10.8 


&Q represents cnangc in the quantity demanded. 

The price elasticity of demand is indicated by the formula: 

Percentage change in the quantity demanded 
Ei ~ Percentage change in the price “ 

Percentage change in the quantity demanded can be represented as: 

Change in the quantity demanded, i. e. » 

: Original quantity demanded, T. OQ or RP 

Percentage change in the price is represented as: 

Change in price, i. c. % &P(=CP) 

Original price, i. c., QP or OR 

Therefore, 

Change in quantity demanded 
Original quantity demanded 
Ed = Change in price 
Original price 

Substituting the symbols, we have 

AG 


E d = 



QP 
A Q 


OQ 


- X 


QP 


AG 


A P 
QP 


A P 


OQ 
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Triangle PCP X is similar to the triangle PQB and hence the ratio of the side is 
A Q _ QB 


the same, /. e.. 


A P 


QP 


We can, therefore, recast the above equation by 


substituting for thus: 


QP 

£„=4tx 


A P 
QP 


QP 

QB 

OQ 


OQ 


(eliminating QP from both sidesj. 


Therefore, the price elasticity of demand is equal to QB/OQ. Now, there are 
two triangles, viz., SPQB and A/*/?/* which are similar and hence the ratio of 
their sides is also the same. Accordingly QB/OQ will be the same as PBjPA and 
QP/AR. 

Therefore, 


r QB QP 
Ej - OQ- OI ~AR 


OR 


(- 3r) 


or 


PB 

AP 


If we assume that the distance between P and P x is diminished indefinitely so 
v that the two points come so much 

close to each other that they coin¬ 
cide, then price elaslicity of demand 
at point P will be equal to PBIAP 
Making use of this formula that 
at any given point, P on a demand 
curve AB, elasticity of demand is 
PBIAP, i.e. lower segment of the 
demand curve divided by the upper 
segment, we can find out numerically 
the different elasticities at different 
points on a straight line demand 
curve connecting both the axes as 
Fig. 10.9 shown in Fig. 10.9. In this figure, 

A B is the demand curve which is 3' in length. If P happens to be the mid-point 
on the demand cur\e then: 



Price elasticity of demand at point P = 


PB 


> 4 * 


1 or unity. 


AP 1 y 

Suppose we want to find out the price elasticity of demand at a higher point 


on the demand curve, say at point P l% then: 

p x b _ r 

P X A V 


Price Elasticity at point P x 


:2 (greater than one) 


Elasticity at the point where the demand curve intersects the K-axis, i. e., at A 
will be = PB/A P= 3"/0 = infinity. 
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The price elasticity of demand at any point lower than the mid-point on the 

demand curve, say at P.. will be .equal to—^^-^.-^“ -2 dess than 1). 

Finally, the price elasticity of demand at the point where the demand curve 

B 0 

meets the Y-axis, 1 . c., at B will be — -y- = 0. 

We can sum up the whole discussion on the measurement of the point elasticity 
of demand on a straight line demand curve thus: At mid-point on a straight-line 
demand curve, the price elasticity of demand will be equal to unity; at the higher 
points to the left of the mid-point, the price elasticity of demand will be greater 
than unity; at lower points to the right of the mid-point, the price elasticity of 
demand will be less than unity; at the point where the demand curve meets the 
Y-axis the price elasticity of demand is infinity and at the point where it coincides 
with the Y-axis the price elasticity of demand is zero. 

The point method of measuring the elasticity of demand helps us to under¬ 
stand the important fact that the elasticity of demand is different at different 
points on the straight line demand curve even though the slope of the demand 
curve is the same throughout the 
length of the demand curve. There 
are, however, three exceptions- A 
horizontal demand curve, parallel 
to the Y-axis represents infinite 
elasticity; a vertical demand curve 
represents zero elasticity; and a 
demand curve which is rectangular in CL 

shape will be unit-elastic through¬ 
out its length. 

If the price elasticity of demand 
is equal to unity at every price such 
that consumer’s total money outlay 
on the commodity remains unchan- Fig. 10.10 

ged as shown in the following table, the demand curve in such a case will be a 
rectangular hyperbola as shown in Fig. 10.10 where the total money outlay 
corresponding to OP, OP lt and OP 2 prices is OQAP=OQiBP x =OQ t CP 2 show¬ 
ing that the elasticity of demand is unity throughout. 

An imaginary demand schedule for the unitary price elasticity of demand is 
given below: 



Price (Rs.) Quantity demanded ( Units) 


50 

8 

40 

10 

30 

I3 S 

20 

20 

10 

40 


Total money outlay or revenue ( Rs .) 

400 

400 

400 

400 

400 
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(C) Arc Elasticity of Demand 10 

Although the point method of measuring price elasticity of demand is quite 
simple and convenient, it is not very realistic since the demand schedules with 
infinitesimal changes in price and quantity demanded are rarely available. 
Generally, in real life, we come across demand schedules which have gaps in 
price as well as in the quantity demanded. For example, a price rise from 
Re. 1 to Rs. 1.50 constitutes a substantial change of 50% on the original 
price, or a change of 33]% if the new price is used to calculate the percentage. 
In such cases of finite price changes, the point elasticity concept is not meaning¬ 
ful. The most satisfactory solution in such situations is to use midpoints between 
the old and the new figures in the case of both price and quantity demanded. 
This type of measurement is known as arc elasticity as different from point 
elasticity, arc signifying a segment or portion of a demand curve between any 
two points. The formula for measuring the arc elasticity is: 

_ Change in t he quantity demanded _ 

^ Original q uantity plus new quantity after change -r 2 

d ~ _ Change in price _ 

Original price plus new price after change + 2 

Q\-Q A p \— p 
Q+Q\ ' p + p \ whcrc 
2 2 

Q = Original quantity demanded; 

@ 1= =Ncw quantity demanded; 

P = Original price; 

P t s a New price. 

It should be noted that the arc elasticity of demand is an average elasticity, as 
it takes into consideration prices and quantities before as well as after the price 
change. A numerical example can be given to illustrate the are elasticity of 
demand. Suppose, the price of a commodity is Rs. 10 and the quantity 
demanded at this price is 100 units. Suppose, the price falls to Rs. 8 and the 
quantity demanded increases to 140 units: The arc elasticity of demand will 
then be: 

140-100 8-10 

E ' =100+140 ‘ 10 + 8 

- 1 - 2 

40 ^-2 

= 120 ' 9 


,0 Thc term 'arc elasticit>* is somewhat misleading for on a nonlinear demand curve the 
are elasticity over a straight line or chord between any two given points A and D is not a 
correct approximation of the arc elasticity. The greater the convexity of the demand curve 
from A to H the poorer the linear approximation represented by the formula employed lor 
calculating the arc elasticity of demand on a straight line demand curve. 
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40 9 

*“120 *-2 

«-1.5 n 

Thus, we may have the formula 

r+r, 

a£_ _2 _ 

A /' QjrQ* 

2 

Since 2 appears both in the numerator and the denominator we could also, 
by eliminating it, write the formula for arc elasticity thus: 

p _A Q mm r±ri 
E,ss ~ A P QVQi 

where P and Q are the original price 
and quantity demanded, P x and Q x 
are the new price and new quantity 
demanded and A Q and Af* arc 
change in the price and quantity 
demanded. The arc elasticity of 
demand between any two points A 
and B can be illustrated by means 
of Fig. 10.11. 

E,i between A and B will be 
equal to: 

QQi OP+ OPt 
PP X OQ+OQ « Fig. 10.1! 

It should, however, be noted that the concept of arc elasticity of demand is 
not as precise as that of point elasticity of demand. 



Certain Characteristics of Elasticity of Demand 

Let us take two straight line demand curves AB and A X B X parallel to each 
other. A line drawn through the point of origin (0) of the price-quantity axes 
will cut the two demand curves at points of equal elasticity of demand as shown 
in Fig. 10.12 (A) where lines OR ; OR x and OR* cut the demand curves AB and 
A x B x at points of equal elasticity. The elasticity of demand on curve A } B X at 
points C lt .D x and E x is the same as that of the demand curve AB at points C, D 
and E. A line drawn perpendicular to the AT-axis will cut the lower demand 
curve at a point of lower elasticity and the higher demand curve at a point of 
higher elasticity as shown in Fig. 10.12 (B) where AB and A X B X are the lower 
and higher demand curves respectively. NR is perpendicular drawn on the axis of 
X, cutting the lower and higher demand curves at points C and C, respectively. 


ll The negative sign may be omitted. It only reflects that the relationship 
in price and the change in quantity demanded is inverse. 


between change 


156 Principles of Economics 


The elasticity of the lower demand curve AB at point C is less than the elasticity 
of the higher demand curve A i B l at point C,. 




Fig. 10.12 

A line drawn perpendicular to the Y-axis will cut the lower demand curve at 
a point of higher elasticity and the higher demand curve at a point of 

lower elasticity as shown in Fig. 
10.13 where A i B l and AB are the 
higher and lower demand curves'* 
cut by NR which has been drawn 
perpendicular to K-axis at two 
points C and C x . The elasticity of the 
higher demand curve A X B X at point 
C, is * while that of the lower 
demand curve A B at point C is 1. 

There is another geometrical 
method for comparing the elasticity 
at two points on two demand curves. 
Fig , 013 Suppose wc want to compare the 

elasticity of demand at points C and C, on demand curves AB amMA res¬ 
tively as in Fig. 10.14. This could be done like th.s: Jo.n AB „ From C, draw 
a line C X D parallel to the T-axis 
cutting A X B X at D. Draw another 
line CE parallel to the Af-axis from 
C cutting AB X at E. The elasticity 
of demand at point C x will be 

P+P- while the elasticity of demand 

B F 

at point C will be • Since 

is greater than we can 

say that elasticity of demand at 
point C 4 is greater than the elasticity 
of demand at C. 



Fig. 10.14 
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5. PRICE ELASTICITY, INCOME ELASTICITY AND SUBSTITUTION 
ELASTICITY OF DEMAND 


We have explained earlier that the demand for any commodity or service 
depends primarily on the money income of the consumer and the possibilities of 
substitution for that commodity or service. The elasticity of demand will, 
therefore, depend upon the income elasticity of demand and the elasticity of 
Substitution. As already defined, income elasticity of demand is: 


Proportionate chang e in the q uantity deman ded 
Proportionate change in money income 


Suppose, the money income of a consumer increases by 1% and as a result of 
this increase in his income the amount demanded of a commodity increases by 


5% 


5%, then the income elasticity of demand will be y—- = 5. 


Here the income 


elasticity for the commodity may be considered as high. If, in the case of 
another commodity, 1% increase in consumer’s money income may be accom¬ 
panied by very small proportionate increase in the amount demanded of that 

i «•/ 

commodity, say J%, then the income elasticity of demand will be 11? = { or 

1 % 


0.2. The income elasticity of demand in this case is low. 

Normally the income effect for a commodity is positive (except in the case of 
inferior goods) and consequently the income elasticity of demand is also positive. 
This means that a change in the consumer’s money income and in his expendi¬ 
ture on any commodity will usually be in the same direction although the actual 
income elasticity may differ considerably. 

Just as we differentiated between five different types of price elasticity of 
demand, we can also distinguish between as many different types of income 
elasticities of demand. 

(0 Zero income elasticity of demand. This happens when a given increase in 
consumer’s money income fails to lead to any increase in the amount demanded 
of the commodity in question. 

(/i) Negative income elasticity of demand. It is witnessed when an increase in 
consumer s money income is accompanied by a fall in the amount of good 
purchased. This happens in the case of inferior goods. 

(Hi) Unitary income elasticity of demand. In this situation the proportion of 
the consumer s income spent on the good in question is exactly the same both 
before and after the rise in income, i. e. t a given percentage increase in consu¬ 
mer’s money income causes an equal percentage increase in the money amount 
spent on the commodity. 

(/v) Income elasticity of demand greater than one. In this case the, consumer 
spends a greater proportion of his money income on the commodity as he 
becomes richer. 


(V) Income elasticity of demand less than one. This happens when the 
proportion of consumer's money income spent on the commodity falls as his 
income increases. This is true of necessaries, the expenditure on which does not 
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increase proportionately with the increase in consumer's money income. For 
all practical purposes it is sufficient if wc think of only three types of income 
elasticities of demand, viz., 

(n) Zero income elasticity of demand. 

(b) Negative income elasticity of demand. 

(c) Positive income elasticity of demand. 

In Fig. 10.15 the three cases of zero, negative and positive income elasticities 
of demand have been illustrated. 



Zero Income 
Elasticity 
Or, 


Quantity Oemanded 


Income Elasticity of Demand and the Propensity to Consume 
It is possible to express income elasticity of demand in terms of the average 
and marginal propensities to consume. Since consumption is a stable function 
of income such that an increase in income causes also an increase in consumption 
in some dependable manner, the income elasticity of demand could be defined 
as the ratio of proportionate change in consumption outlay to proportionate 
change in money income, i.c.. 




Proportionate change in consumption outlay 
— Proportionate change in money income 


or 


AC.AF_AC Y 
C ' Y A Y C 

where C, Y, AC, A^rep^ 601 or 'g' naJ consumption expenditure, consumer’s 
money income*, change in consumption expenditure and change in money income 

respectively. Now the term ^ which is the ratio of incremental consumption 

expenditure to incremental income is simply the marginal propensity to consume 

(MPC) while ~ w hich is the ratio of total money income to total consumption 
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expenditure is inverse of the average propensity to consume (- 7 -) ■ Thus, the 


income elasticity of demand could 
be expressed as the ratio of the 
marginal propensity to consume 
to the average propensity to con¬ 
sume, i. e., 

r MPC 

£ “ = apc 

In Fig. 10.16, the consumption 
outlay is OC for O Y income. When 
income increases to OY x% i. e., by 
YYx consumption outlay increases 
to OC,. 1 . e., by CiC. The income elasticity of demand, thcrclore, is 



CCi OY 
YY X OC 


= MPC. 


APC 


MPC 

APC 


Elasticity of Substitution 

The concept of elasticity of substitution is very important in consumption 
and production. The elasticity of substitution which is based on the substitution 
elfcct refers to the degree to which one commodity can be substituted for another 
as a result of a given change in their price ratio, if the consumer is to maintain 
the same amount of satisfaction. It we are considering two factors of production 
or inputs, then the elasticity of substitution is the measure of the degree to which 
one input was substitutable for another input in response to a given change in 
their price ratio, the amount of output remaining the same. 

As a result of the substitution of one good for another, the ratio in which the 
two goods are purchased (or combined) changes. Thus the elasticity of substitu¬ 
tion is the ratio of the proportionate change in the rati.) in which, the two goods 
are purchased (or factors are combined) to a given proportionate change in 
their price ratio. An illustration will make the point clear. Suppose, when the 
price of tea and coffee is Rs. 6 and Rs. 8 per kilogram respectively, a consumer 
purchases 3 kilograms of tea and 2 kilograms of coffee. The ratio of tea and 
coffee bought is * while their price ratio is J or J. Suppose now that the price 
of coffee rises to Rs. 10 per kg. while that of tea remains unchanged. In the 
new situation the consumer would reallocate his expenditure by shifting his 
purchases from cofTee in favour of tea if it is possible. How far it is possible to 
shift from coffee to tea will depend upon the extent to which tea can satisfy the 
want formerly satisfied by cofTee. Since tea and coffee are substitutes for one 
another, let us suppose that the consumer now purchases four kilograms of tea 
and only one kilogram of coffee. The tea-coffee ratio now becoms * while their 
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new price ratio becomes T *_ or g. The proportionate change in the tea-coffee 
ratio is 2-}2 =- 5 ; while the proportionate change in their price ratio is 
= The elasticity of substitution will, therefore, be — $~£. 

This is equal to —3^. or —8.3. This shows that tea and cofTce are good sub¬ 
stitutes. The elasticity of substitution can be measured by the following formula. 

E _P ropor tio nate change in the comb ina tion ratio of X and Y 
Proportionate change in the price ratio of X and Y 

For our purpose, we we can speak of the three important types of elasticity of 
substitution. 

If two goods are perfect substitutes for one another, the rate of substitution 
between them will be uniform or constant; a fall in the price of one commodity, 
price of the other remaining the same, will induce a consumer to substitute the 
former completely for the latter. The elasticity of substitution in such a situa¬ 
tion will be infinite. In real life, however, it is difficult to come across two 
goods which are considered perfect substitutes for each other and between which 
the marginal rate of substitution is constant. For if it were so, they will not be 
considered as two goods but as only one commodity. It is possible, however, 
to come across two goods which, although not perfect substitutes, are close 
substitutes; in such cases the elasticity of substitution will be very high 

If two goods are not substitutes at all so that they have to be used in fixed 
proportion to get some satisfaction (as in the case of complementary goods), the 
rate of substitution between them is said to be zero—since to take away an 
infinitesimal quantity of one commodity, infinite quantity of the other commodity 
will have to be given. In other words, there is no possibility of substitution bet¬ 
ween them. Even when the price ratio of the two goods changes, the consumer 
cannot substitute one good for the other and hence the elasticity of substitution 
in such cases is zero. 

In between these two extremes of infinite and zero elasticities of substitution, 
we have high or low elasticity of substitution depending upon whether the rate 
of substitution is falling rapidly or slowly. If the rate of substitution falls rapidly, 
the elasticity of substitution will be low; if the rate of substitution falls gradually, 
the elasticity of substitution will be high. Diagrammatically wc can represent 
these two cases as follows. 

In Figs. 10.17 (A) and (B) X and Y axes represent two commodities X and Y. 
We have shown how the fall in the price of one commodity—commodity X— 
resulting in a change in the price ratio of the two goods is responsible for diff¬ 
erent elasticities of substitution. We start with AB price line, assuming that the 
prices of X and Y are given. Initially the price ratio of X and Y as given by 
the slope of price line AB, the consumer is in equilibrium at T x where he demands 
OX x amount of X and OY x amount of Y respectively. Suppose that the price of 
commodity X falls, resulting in the new price line AB, at which the old price 
ratio of the two goods also changes. The consumer reaches the equilibrium at 
T :i where he purchases OX s quantity of X and OY 3 quantity of Y. 

We know that a fall in the price of a good leads to the emergence of that 
income and substitution effects. But in order to show the significance of the 
substitution effect only it is necessary to eliminate the income effect. This is 
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done graphically by drawing a line A X D X parallel to the new price line AB 2 such 
that it is tangent to the old indifference curve 1C\ at T r where the consumer 


y y 



(A) (B) 

Fig. 10.17 

purchases OX z quantity of X and 0)\ quantity of Y. 

In both the figures 

OX\-\-OY\ is the original combination of X and Y before the price of commo¬ 
dity X falls. In other words, goods X and )' arc purchased in the ratio OX\l 
OYx. 

OX«-\-OY t is the new combination of X and Y reflecting only the substitution 
effect; in other words, the new ratio becomes OX tl 'OY t instead of the ratio 
OXi/OYi. 

OX z +OY z is the new combination of X and Y reflecting both the income 
and substitution effects. The two goods arc now combined in OX.JOY 3 ratio. 

If we reckon only the substitution effect (excluding the income effect) then we 
find that the consumer purchases X\X« additional quantity of X when its price 
falls, and substitutes it lor )'iK a quantity of >'. The student should note that 
the elasticity of substitution of commodity .V for commodity Y is smaller in 
Fig. 10.17 (B) where the indifference curves are rather sleeper indicating that the 
marginal rate of substitution between the two goods diminishes rapidly. This is 
so because the marginal significance of commodity X is diminishing fast, while 
that of commodity Y is rising; hence, the consumer will not like to substitute 
the former for the latter even though the price of the former is falling. On the 
other hand, the elasticity of substitution between commodities X and Y is high 
in Fig. 10.17 (A) where the indifference curves are less steep, indicating that the 
marginal rate of substitution between the two commodities is diminishing slowly. 
A small fall in the marginal rate of substitution indicates that the marginal 
significance of commodity X is high and hence the consumer will buy more of it 
and replace it as against the relatively costlier commodity Y. 

Since the elasticity of substitution (£«) is equal to the ratio of the propor¬ 
tionate change in the combination ratio of X and Y to the proportionate change 
in their price ratio, the elasticity of substitution at T t is: 
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E.= 


OX, OX, 

OY, OY.. 
OXy 

or\ 

OA OA 
OB OB. 
OA 
OB 


oxi 

OY , 


OX. 

OY. 


OA 

OB 


OX, 

OK 


OA OA 


OB OB. 

Wc can also illustrate the elasticity of substitution in terms of the non-indi- 
fTerence curve analysis by relating the price ratio to the quantity ratio of the 

two goods, although here we can¬ 
not separate the income and the 
substitution effects as we did while 
illustrating the elasticity of substitu¬ 
tion with the help of indifference 
curve analysis above. Taking the 
two goods X and Y which the con¬ 
sumer purchases, we represent the 
combination ratio of X and Y on 
the A'-axis and the ratio of price of 
X (/>,) to price of Y ( P u ) on the 
T axis in Fig. 10.18. It is evident 
F ig. 10.18 that unless commodity X cannot at 

all be substituted for commodity Y the consumer will do his best to substitute 
)' for X lowering the quantity ratio XIY whenever the price Px/P* increased, 
i. e.. Px increased, P v remaining unchanged or P* fell, P, remaining unchanged 

and vice versa. 



E. at P 


where 


P, 


dt 

a t' 

X 

Y 


Pr 
Pu 

X "J r 


A- 


Y 

Pr 


— represent the original quantity ratio, price ratio, 
chance in the’’quantity ratio and chance in the price ratio respectively. 

demand^'the'^ome^Iast^tty'of^deman^and'the elasticity of substitution. The 
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question to be answered is: When the price of any commodity falls, how much 
more of it will he bought? The increase in the quantity demanded will depend 

u P on: , i ll 

(a) The proportion of the money income spent on the commodity and me 

nature of the income effect. Will the increased real income be spent in buying 
more of the commodity whose price has fallen, or in buying more of the other 

commodities only, or in buying more of both, or even on buying less ol the 

cheaper commodity (if it happens to be an inferior good) ? If the proportion ol 
money income spent on a commodity is A, and if the income elasticity ol de¬ 
mand for the commodity is the influence on the quantity demanded as result 
of a given fall in the price of a commodity will be A / L„, This is the income 
effect on demand. 

(b) The proportion of the money income spent on the other commodities 
(which will be I—A, since A is the proportion of money income spent on the 
commodity in question) and the elasticity of substitution which exists between 
the commodity in question and the other commodities. That is to say. the 
second influence on the quantity demanded of a commodity whose price has 
fallen can be expressed as (I A) E , where (I A) stands lor the proportion of 
money income spent on other commodities and E, stands for the elasticity of 
substitution. 

by combining these two factors we get the following formula which shows the 
relationship between the price elasticity, income elasticity and substitution 
elasticity of demand: 

£./=Ax £*+(!-*)£. 

The first part of equation, viz., A x£„ shows that the price elasticity of demand 
depends upon the income effect of a given price change and the second part of 
the equation viz., (1 - A) E, shows the influence of the substitution effect of a given 
change in the price of commodity on the price elasticity of demand. We have 
explained before that the income effect of a given price change depends upon 
the nature of the commodity—whether it is a superior or an inferior commodity. 
Income elleci can be positive, zero or negative depending upon the nature of 
the commodity. Even when it is positive, it can be small or large. Thus the 
income effect of a given fall in the price of a luxury or semi-luxury commodity 
will be positive; while in the case of an ordinary commodity like wheat or rice, 
the income elfcet may be zero or even negative. Thus, when the price of a com¬ 
modity falls, the consumer may buy more, same or even a smaller quantity of 
the commodity under the influence of the income effect of price fall. 

On the other hand, the substitution effect of a given fall in price of a commo¬ 
dity will always be positive, since the natural tendency of consumers is to buy 
more of the cheaper commodity in preference to the costly commodity or 
commodities. 

The quantity of any commodity which will be bought as a result of a given 
fall in its price will be the total result of these two effects. We can illustrate 
lliesc effects with numerical examples. 

Example 1. Suppose that a consumer spends one-third of his money income 
on a commodity, say X. and the rest on the other goods and that the income 
elasticity of demand and the substitution elasticity of demand are both equal to 
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one or unity. The price elasticity of demand will be: 




§X1 


— 1 V 2 — 1 

3 X 3 1 

Thus, here the income clasiicity of demand as also the substitution elasticity 
of demand are unity or one, the price elasticity of demand will also be equal to 
one. Unitary income and substituiion elasticities of demand cause the price 
elasticity of demand also to be unitary. 

Example 2. Suppose the money income spent on a commodity is 2 X 0 ; the 
income elasticity of demand is J and the elasticity of substitution is 2. Then 


Ej=kx £ y +(l - A:) E, 

1 1 

— ■ W " , 

• 5 


19 


20 


20 


x 2 


100 ^ 10 

J91 
“ 100 

= 1.91 

The price elasticity of demand here reflects the influence of the elasticity of 

substitution of demand. . . ^ _ 

Example 3. Suppose the money income spent on a commodity is §, income 

elasticity of demand is 4 and the substitution elasticity of demand is 2. Then 

E d =k = EoH\~k)E, 

=|x4+Jx2 

= 3+i 
= 3.5. 

The price elasticity of demand here reflects the influence of the income 

Cl Th C ul ,y w e f canfind out mathematically the price Hastici.y of demand if we 
Th ' inrnme elasticity of demand and the substitution elasticity of demand 

kn dThe proportion of money income spent on the commodity. In the case ° 

and the propo goods , th e income and substitution effects are low, for 

necessaries and inf g is difficult to find substitutes. Conse- 

' hC> T H is eTas c ty of demand for these goods will be low^ But* 
3-25SJ and comforts, these effects tend to be high and hence the 

price elasticity of demand tends to be high too. 

, PLASTICITY OK DEMAND FOR THE PRODUCT 
Ol AN INDIVIDUAL SELLER 

r .relict Which an individual seller makes in a competitive or 
The total sale of a pro Qne found in lhe casc G f certain consumer goods 

near-competitive market 
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S-S2SH-«■*==£ 

S ; -3= - . - 

same for all units. Given his demand curve as represented by LD m F 6- U 
OQ quantity of the commodity will be purchased by the consumer at Ql price 
OLPQ is the total amount of money the consumer is prepared to spend 
secure OQ quantity of the commodity. 

OQPR is the total amount of money actually spent by the consumer on the 
purchase of OQ units of the commodity; therefore, LRP is the consumer s 

surplus. t | . , 

The surplus secured by the consumer from the purchase of a good is shown to 

be equal to the excess of the maximum price which he would be willing to pay— 
as reflected by his demand curve-rathcr than go without it, over the price which 
he actually does pay. 

According to Marshall, the benefit which a consumer derives by purchasing a 
commodity at a low price for which he would have paid a higher price rather than 
go without it, may be called the benefit which he derives from his opportunities 
or environment or conjuncture .= Marshall wanted "to apply the notion of consu¬ 
mer's surplus as an aid in estimating roughly some of the benefits which a per¬ 
son derives from his environment or his conjuncture". 3 The consumer is prepared 
to spend OLPQ amount of money—this sum measures the total utility of the 
commodity to him. The actual amount he pays is, however, only OQPR. The 
consumer’s surplus, therefore, is LRP . 

With a view to giving deGnitcncss to the concept of consumer’s surplus 
Marshall gives illustration of tea demanded by a consumer. "Let us take the 
case of a man, who, if the price of tea were 20 s. a pound, would just be induced 
to buy one pound annually; who would just be induced to buy two pounds if the 
price were 14 s. t three pounds if the price were 10 s., four pounds if the price 
were 6 s., five pounds if the price were 4 s. t six pounds if the price were 3 $., and 
who, the price being actually 2 s., docs purchase seven pounds." 1 The problem 
is of finding out the consumer's surplus derived by a man from his power of 
purchasing tea at 2 s. a pound. The surplus will be represented by the difference 
of the total utility of seven pounds of tea which are severally worth not less than 
20, 14, 10, 6, 4, 3 and 2 s., or 59 shillings in total and the actual price paid by 
the consumer for seven pounds of tea which is 7 x2 or 14 shillings. The consu- 


2 According to Marshall this is a familiar term in German economics and meets a need 
which is much felt in English economics because the terms ••opportunity*’ and •‘environ¬ 
ment'’, the only available substitutes for it. arc sometimes rather misleading. By conjuncture 
is meant, in the words of Wagner, "the sum total of the technical, economic, social and legal 
conditions; which, in a mode of national life resting upon division of labour and private 
property-especially private properly in land and other material means of production deter¬ 
mine the demand for and supply of goods and. therefore, their exchange value; this deter¬ 
mination being as a rule, or at least, in the main, independent of the wijl of owner, of his 
activity and his remissness." 

^Marshall, Ibid., p. 103. 

'Ibid., p. 104. 
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mer's surplus is, therefore, 59—14=45 shillings. This is the excess value of the 
satisfaction which the consumer gets from buying this commodity at a low price. 
Me could have spent OQPR money on something else, but he did not think it 
worthwhile to buy the other good at the current price. In other words, he gets 
LRP worth of surplus enjoyment from his conjuncture-from the ‘adaptation of 
the environment to his wants'*. If that adaptation ceased and the commodity 
could not be had at any price, he would have incurred loss of satisfaction which 
is measured by LRP and which in Marshall's illustration of tea is equal to 45 
shillings. 

At first glance it appears that Marshall is saying nothing different from what 
Dupuit had said in 1844. A closer consideration of the problem, however, 
shows clearly the difference between Marshall's and Dupuit's approaches. 
Dupuit’s approach is objective, while Marshall's treatment of the surplus is 
essentially subjective. For Dupuit the surplus consisted in the excess of the 
maximum price the consumer would have paid over that which he actually paid. 
In Marshall's analysis, on the contrary, the surplus is the excess of satisfaction 
secured by the consumer from his environment and this surplus is measured by 
the difference between the utility of the good acquired and the utility of the 
good surrendered in exchange. 

Marshall extends his concept of consumer’s surplus to the whole market. If 
we neglect for the moment, says Marshall, the fact that the same sum of money 
represents different amounts of pleasure to different people-if we assume that 
interpersonal differences in income, tastes, fashions, etc. are cancelled out, we can 
measure the total surplus satisfaction enjoyed by all the people from sale of tea 
in the market by the aggregate of the sum by which the price shown in a comp¬ 
lete list of demand prices for tea exceed its selling price. 

Assumptions 

Marshall’s concept of consumer’s surplus is based upon a number of assump¬ 
tions. In the first place, he assumes that the marginal utility of money to the 
individual purchaser is the same throughout the process of exchange. This 
assumption of constant utility of money to a consumer runs throughout Marshall's 
analysis of value. Only by treating the marginal utility of one of the goods 
exchanged as constant (money here), is it possible to talk of any comparison 
between the utility secured and the utility sacrificed in exchange. This assump¬ 
tion is justified on the ground that a consumer's total expenditure on any one 
good constitutes only a small part of his total money expenditure. Secondly, 
Marshall considers the utility of each good as depending on the quantity of that 
good alone—in other words, each commodity is considered independent of the 
others. It was this restrictive assumption of the independence or neutrality of 
goods which made the law of diminishing utility as a necessary basis of the law of 
demand in the utility analysis. Thirdly, Marshall assumes that the commodity 
in question does not have substitutes. This assumption is essential in the 

construction of the demand schedule and the demand curve. The demand for 

any commodity will be different if the commodity has substitutes than if it has 
no substitutes. Marshall further assumes that in ease there arc substitutes for 
a commodity all substitutes should be grouped together as one commodity. 
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Fourthly, in calculating consumer’s surplus for the entire market Marshall 
assumes that differences in income, fashions, tastes and sensibilities between 
consumers are to be cancelled out. 

If these assumptions are accepted, Marshall's concept of consumer’s surplus 
holds good. If the marginal utility of the commodity which the consumer is 
parting with (/. e., money) is constant and if the commodity which he purchases 
has a utility which is independent of the quantity of other goods, then a com¬ 
parison of the utility secured as against the utility sacrificed in exchange has 
significance. 

Criticisms 

The concept of consumer’s surplus has been criticised by Ulissc Gobbi, 
Nicholson, Cannan, Taussig and others. The various criticisms can be grouped 
as follows: 

(a) The concept is not theoretically valid; 

( b ) Even if il is theoretically valid, it cannot be measured in terms of money; 
and 

(c) It is of no practical significance. 

Let us consider each one of these criticisms in detail. 


2. THEORETICAL VALIDITY OF THE CONCEPT 

Critics point out that the various assumptions on which Marshall based his 
concept of consumer’s surplus are arbitrary and do not hold good in practice. 
The argument is that if the assumptions do not hold, then the theory 
based on those arbitrary assumptions, cannot also be correct. It is pointed out 
that the marginal utility of money cannot be constant. If we consider money 
as one of the commodities entering into the circle of exchange, the weakness of 
the assumption of constancy of marginal utility of money becomes obvious If 
we consider money as representing different goods (money represents a certain 
bundle of goods and services), then its utility is derived from the utility of goods 
and serv.ces which money will purchase-so that increased expenditure on any 
one commodity will mean less money available for purchase of other goods: the 
marginal utility of other goods (i.e.. money) will definitely increase, as more 

, n h7,r° n,y 15 W " hdrawn from ,hem ' Marshall’s answer to this criticism 
is that the consumer spends a very small part of his total money income on a 

consumer's tomt * mai * in *' u,ili, y ° r ™>ney within this small part of 
consumer s total money income may be considered as constant 

Hen. h ofo,| nd aSSU , mp,,on ,hat each commodity should be considered as indepen- 

cannot be compared with the surplus from the other. ^ $ °" e 
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It is also argued that the assumption regarding the absence of substitutes 
is untenable. Regarding complementarity and substitutability of goods, Mar¬ 
shall proposes to group such commodities under one common demand schedule. 
But this may neither be possible nor proper to do. A hypothetical demand 
curve cannot be drawn for related goods viz., for complementary or competing 
goods, as for example, pen and ink, or tea and coffee. For all such goods there 
can be no demand which is independent of the prices of the completing or 
competing goods. Marshall tried to wriggle out of this criticism by proposing 
to group all such goods to form a single commodity. 

It sh ould be noted that the total utility of two commodities with substituta¬ 
bility relationship, as for example, coffee and tea may be far greater than their 
separate utilities added together. If a consumer gets neither coffee nor tea, the 
disutility to him may be greater than the disutility resulting from his not having 
either tea or coffee alone. This criticism may, however, be overcome, as Mar¬ 
shall suggested, by grouping together in one demand schedule all those commo¬ 
dities which are substitutes for one another. 

The last assumption that the differences in incomes, tastes and sensibilities of 
different consumers should be cancelled out to measure consumer's surplus in 
the market, is considered arbitrary and highly improper. Marshall agrees that 
people belonging to different groups may react in different ways to the same set 
of economic forces; it may also be true that some people might be particularly 
sensitive to a particular commodity. Marshall, however, believes that in general 
these differences between individuals may be cancelled out since we are consi¬ 
dering the average of a very large number of people. 5 

These are some of the limitations of the assumptions on which Marshall's 
doctrine of consumer’s surplus is based. These limitations point out the 
difficulties of comparing consumer's surplus derived from one commodity with 
that derived from another commodity but they do not lead to a complete rejec¬ 
tion of the doctrine as such. 

If by consumer’s surplus is meant the difference between the potential price 
and the actual price for a commodity, Ulisse Gobbi has argued that, in the 
ultimate analysis, this surplus must necessarily be reduced to zero. If the totality 
of purchases that a consumer makes is considered with the price which he 
would be willing to pay it would coincide with the price which he actually pays. 
Moreover, the difference between that amount which is spent and the maximum 

amount which one would be willing to spend is zero not only for a complex 

croup of goods but also for any single commodity so long as diminution in price 
corresponds to an increase in consumption. So far as utility of a commodity 
is concerned, marginal utility multiplied by the quantity is its total utility; for. 
the price per unit which a person is willing to pay for it already reflects the 
utilities of all units contained in the amount purchased. 


*Wc should note here that even if this assumption is held to be incorrect, it will not invali¬ 
date the doctrine of consumer's surplus as such. It can only invalidate its extension from the 
individual to the market. Marshall wrote: -The exact mea^rement of eonsumer s suiplus 
in a market has already much theoretical interest and may become of high practical impor 

tancc.” 
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Many criticisms levelled against the concept of consumer's surplus were, in 
fact, aimed at the nature of the demand curve which was used to explain con¬ 
sumer’s surplus. Some critics point out that as the consumer increases his 
purchases, the urgency of his need for the earlier purchases is diminished 
and their utility falls and, therefore, we ought to rc-draw continuously 
the earlier part of our curve demand as we pass along it towards lower 
prices. An example will illustrate this point. Suppose A wants to buy 
shirts. He is prepared to pay, say, Rs. 20 for the first shirt and Rs. 15 for a 
second Shirt. The addition of a second shirt implies that the utility of the 
second shirt is low but the utility of the first shirt too will be lower after the 
second shirt is purchased. Thus, the average price for a shirt, if our consumer 
has to buy two shirts, is Rs. 20+15/2-- Rs. 17.50. When he decides to pur¬ 
chase the third shirt for Rs. 10, the average utility and consequently the average 
price of the first two shirts will fall. After the third shirt is added, the 
average utility (and the average price which will represent this utility) is 
only 20+15+10/’= 15. Thus, if our reference is to average utility and average 
price, we will have to redraw our demand schedule and curve every time we add 
an additional unit. Marshall, however, believed that this objection was based 
on a misconception. Demand prices were based not on average utility but on 
marginal utility—/. e. t the additional utility added by an additional unit. Since 
the marginal utility declined the demand curve for a commodity would also 
decline and since the price in the market equalled the marginal utility of the 
good to the consumer, the units which represented higher utilities offered the 
consumer a surplus. 


Some critics have pointed out that we cannot guess accurately how much of 
anything people buy at prices very diircrenl from those which they arc accusto¬ 
med to pay for it. In other words, we do not know the demand prices for a 
commodity for the quantities very different from those which arc commonly 
bought. Our list of demand prices is, therefore, highly conjectural except in 
the neighbourhood of the customary price. No one says to himself that he will 
pay a rupee for an orange if the actual market price for an orange is 10 paise 
Marshall believed that this was not a serious practical problem and it was possi¬ 
ble to forecast individual demand schedules for different units of a commodity 
at prices which were in the neighbourhood of existing market prices 
Some critics have argued that consumer's surplus cannot be ascertained with 
regard to luxuries and necessaries of life. The utility of luxuries and prestige 
goods depends upon the prevalence of high prices. If prices were low. utility of 
these goods would dtsappear and so too would disappear consumer’s surplus 
In the case of necessar.es. the criticism is different. Utility ,o consumers of 
necessar.es ,s very h.gh wh.le the market pr.ces of ncessaries are low because o 
their comparat.ve abundance (this is really the parados of value-in-use and 
value-,n-exchange); consumer's surplus in such cases will be fantastic For 
example, a thirsty rich man stranded in a desert mav he „ 

■ ■»"» r» ■ «"*’ ■* * - s h, 

way of overcoming these difficulties is to adopt Pattens distinction L 
pain and pleasure economy. Pain economy refers to those goods neccssa^for 


178 Principles of Economics 

existence, whose consumption docs not yield any positive satisfaction but absence 
of thesamew.il be infinitely painful. In such cases, the surplus is a sort of 
negative element realised only when the consumer is deprived of the use of the 
commodity, /. e., only when the “commodity ceases to enter into the consumer's 
expenditure budget”. The concept of pleasure economy relates to those goods 
the consumption of which yields positive satisfaction. The doctrine of consu¬ 
mer s surplus should be used only with reference to goods coming under 
pleasure economy. Thus we can conclude that the concept of consumer's surplus 
may not apply to bare necessaries or to highly expensive prestige goods, but it 
does apply to those goods which may be termed as comforts of life. 

These are some of the criticisms levelled against the validity of the concept of 
consumer’s surplus. It would have been noticed by the careful student that 
these criticisms either refer to the assumptions made to explain the concept 
clearly or to the demand schedule on which the concept is constructed. It is 
now generally held that the concept has great practical utility and that it has 
become an important tool of modern welfare economic analysis. 

3 MEASUREMENT OF CONSUMER'S SURPLUS 

The second criticism of consumer's surplus is regarding the measurability of the 
concept. Assuming that the concept is theoretically valid, the critics point out 
the various difficulties of measuring it in terras of money. 

It is pointed out that the concept is a subjective one. Consumer's surplus can 
be experienced by a person but it cannot be measured. Moreover, money docs 
not mean the same thing or has the same significance or value to all persons. 
The measurement of consumer's surplus will, therefore, vary according to per¬ 
sonal differences in wealth, tastes and sensibilities, etc. A further difficulty in 
the measurement of consumer's surplus may arise if the demand schedule is in¬ 
definite and its course throughout its length is not known. Another difficulty 
arises from the presence of a vast chain of substitutes. Thus, to measure con¬ 
sumer s surplus for an individual is difficult and to measure it for the whole 
market is still more difficult. Marshall's defence for measuring consumer’s 
surplus is, however, based on the fact that in everyday life we express our 
desires and wants in terms of money and that despite the weakness of money as 
a measuring rod we are justified io expressing our subjective satisfaction in terms 
of money. 

Hicks has measured consumer's surplus with the aid of the indifference curve 
analysis. In Fig. 11.2 consumer's money income is OA which is measured on 
the F-axis. The Af-axis measures the quantity of commodity X. Let us assume 
that the consumer does not know the price of X. In the absence of the 
price line connecting his money income and the quantity of commodity X which 
he can buy with it, we can assume that he will like to choose any combination 
of money income and commodity X on the indifference curve which is tangent 
to his budget line. Let us suppose that the consumer prefers a combination 
indicated by point T x on indifference curve /C, and likes to possess OY x amount 
of money and OX x quantity of commodity X. In other words, in order to buy 
OX x quantity of commodity X the consumer is prepared to give up AY X 
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amount of money rather than go without it (his total money income is CM; 
since he retains OY x amount of 
money he gives up A Y x amount 
of money to buy OX x quantity of 
commodity X). 

Suppose he knows the price of 
commodity X. He will consequen¬ 
tly know his price or outlay 
line and also the amount of 
money he will have to spend to 
secure OXi amount of commodity 
X. In Fig. 11.2 A B is consumer's 
price or budget line which is tangent 
to indifference curve IC 2 at Tz where 
the consumer can have a more 
preferred combination of the two 
goods viz., OYo amount of money + OX x quantity of commodity X. This 
combination is better than the old combination of OX 3 quantity of commodity X 
and OYi amount of money. In other words, to get OX 1 quantity of commo¬ 
dity X the consumer spends only A Y 2 amount of money even though he was 
prepared to spend AY\ amount of money. Thus, consumer's surplus equivalent 
to Y\Yz amount of money is secured by the consumer. It is the difference 
between what the consumer is prepared to spend (AY\) and what he actually 
spends (A Y 2 ). We can, therefore, conclude that the '‘consumer’s surplus signifies 
a passage from a lower to a higher indifference curve which environment makes 
possible for an economic subject”. 

Again, through the indifference curve analysis, we can show the effects of a 
change in the price of a good or money income of the consumer upon consumer’s 
surplus as shown by means of Figs. 11.3 and 11.4 respectively. 


Y 



Change in Price, Income Remaining Unchanged 


The fall in the price of commodity AT has been indicated by the new price line 
AB \ in Fig. 11.3. When there was no fall in the price of X the consumer was in 
equilibrium at T 2 on indifference 
curve /C 2 and the consumer’s sur¬ 


plus was Y\Y 2 . The fall in price 
enables the consumer to go over 
to a higher indifference curve /C 3 
where he is in equilibrium at T z . 
The consumer consequently can 
get OX 1 quantity of commodity 
X by spending only A Y z amount of 
money. Consequently consumer’s 
surplus has increased by Y 2 Y 2 viz. 
from YyY 2 to YiY z . Similarly, the 
loss of consumer’s surplus through a 
rise in the price of commodity 



Fig. 11.3 

X can be worked out by assuming /tit, as the 
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original price line and AS as the new price line after rise in price of X. 


Change in Income, Price Remaining Constant 

A rise in the money income of the consumer, price of commodity X remaining 
ihe same, is illustrated in Fig. 11.4 where AS was the original price line and the 
indifference curve along which the consumer was originally in equilibrium was 
1C*. Consumer’s surplus was Y X Y * or T X T 2 because the consumer was prepared 
to buy OXi quantity of commodity A' by spending AY 2 amount of money. If 
consumer's money income increases from OA to OA x , his new price line becomes 
A\/h (price of X remains the same). When a person becomes richer, his pre¬ 
ference schedules cannot remain the same, although indifference curve analysis is 
based on the assumption that an individual’s preference schedules are indepen¬ 
dent of the price and income changes. It may be noted that /C, was based on the 
assumption that consumer's money income was OA. Now that consumer's money 
income has risen to OA x% indifference curve /Ci becomes useless and a higher in¬ 
difference curve 1C 3 becomes relevant for the consumer. Thus a person with a 
higher money income OA x may be prepared to buy OX 1 quantity of commodity 
X by offering A X Y 3 amount of money. But he may be able to get the same 
quantity of commodity X by actually spending only A X Y X amount of money 
(note that A X Y X is the same as AYt since the price of the commodity and the 
quantity bought remain the same). The new consumer's surplus is Y a Y x ( = T 3 T 4 ) 
which may be equal to or more or less than the original consumer’s surplus 
depending upon the slopes of indifference curves /C, and /C 3 . If IC X and IC 3 
have equal slopes, consumer's surplus after the consumer has got more money 


income will be equal to the consumer's surplus when the consumer did not 
experience any increase in his money income. 

So far the consumer’s surplus expressed in terms of money through the 
Hicksian indifference curve analysis was akin to Marshall's expression, /. e., the 

surplus was computed in terms of 
the difference between the maximum 
amount of his money income which 
the consumer would be willing to 
pay rather than go without the com¬ 
modity over that amount of his 
money income which he actually 
pays. In his well known article 
“The Four Consumer's Surplus,” 
published in the Review of Economic 
Studies in 1943 Hicks defined con¬ 
sumer's surplus as the sum of money 
Fig. 11.4 that must cither be paid to the 



consumer or must be taken away from him after some change has taken place 
in his economic position such that the consumer is raised or lowered to the same 
indifference curve on which he happened to be before the change. 


Additional Refinements • 

As a result of any given economic change the consumer could be made cither 
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better or worse off than he was before the change. We might conceive of the 
change cither to come about in the form of finite changes in the quantity of a 
good or in the price of the good. Let us discuss the quantity changes first. 

In Fig. 11.5 consumer's money income shown on the F-axis is OB. The price 
of commodity X is shown by the slope of price line HB. The consumer is in 
equilibrium at D on indifference curve /C 3 . He purchases OX t quantity of X 
which depends upon his favourable 
conjecture. Now suppose we de¬ 
prive the consumer of the opportu¬ 
nity of purchasing X at all by with¬ 
drawing X from the market com¬ 
pletely. The problem before us is: 
how much additional amount of 
money income need be paid to 
the consumer so that he enjoys the 
same level of satisfaction even now 
when X is no more available to him 
for consumption? For this it is 
necessary that the consumer should 
be made to remain on the same 
indifference curve /C 3 . When the 

commodity X and still remains on /C 3 he could do so by shifting from D to A 
because A and D arc iso-utility combination points being situated on indifference 
curve /C,. At A he combines zero quantity of X with OA amount of money. 
Thus he should be paid AB amount of money. This is what Hicks calls the 
quantity-equivalent variation 6 In income. 

Suppose that in the initial situation there is no X commodity in the market 
and then it is introduced in the market. This offers the consumer an opportunity 
to enjoy consumer's surplus. The question now is: how much quantity of money 
the consumer could give away such that he is neither worse nor better off than 
he was in the beginning? When X was not available in the market the consu¬ 
mer was at B on indifference curve /Cy. Now X is made available to him at 
the price shown by the slope of the price line BB\ If his money income remains 
the same OB amount, the consumer would reach D— showing that he is belter 
off in the new situation since D is situated on a higher indifference curve (/C 3 ) 
than B. To maintain the same level of satisfaction, the consumer should be 
pushed back to his original indifference curve IC X . This is possible if we take 
away BE amount of money from him. This is what Hicks calls the quantity- 
compensating variation in income. 1 

Now we might ask ourselves as to what relationship, if any, is there between 
these two sums of money known as the quantity-equivalent variation in income 
K ) and quantity-compensating variation in income (BE) to the amount of 

L h,Ch ^ rShan namCS 85 ,he consumer ’ s surplus. The consumer's sur¬ 
plus in Marshall s analysis is represented by the difference between the total 



Fig. II.5 

consumer purchases zero quantity of 


’Little njrwll “ ,hC qUan,ily< ° mi >' n5a ' in 8 variation in income. 
Tittle names it the quantity-equilibrating variation in iucome. 
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area under the demand curve and the area represented by the product of actual 
price and the quantity purchased at that price ( LRP in Fig. 11.1). In terms of 
the indifference curve analysis (marginal utility of money remaining constant) it 
is equal to the difference between the amount of money which the consumer 
would be prepared to pay to buy that quantity of the commodity which he 
uctually buys rather than not buy it at all and the amount of money which he 
actually pays to buy that quantity of the commodity. In Fig. 11.5 the former 
sum of money is NL while the latter sum of money is ND. Consumer’s surplus 
consquently is DL. If the consumer was. however, free to purchase whatever 
quantity of X he wished to buy and if his money income were reduced by DL 
he would not purchase OX 2 quantity of .V because by reducing his purchases 
of X to OX\ he could reach a higher indifference curve /C, and enjoy higher 
satisfaction. Thus to keep the consumer on the same level of satisfaction his 
money income should be reduced by BE which is greater than DL. If the in¬ 
difference curves happen to be parallel, then AB=BE=DL. The assumption of 
parallelism of the indifference curves is equivalent to the assumption of constant 
marginal utility of money. Thus, if there is no income effect, the two sums of 
money will be equal to the Marshallian consumer’s surplus. 

We shall now discuss the price changes as illustrated in Fig. 11.6. When 
consumer’s money income is OB. the original consumer equilibrium is shown by 
D on indifference curve IC 3 , BB price line’s slope representing the price of com¬ 
modity X. If the price of X increases as shown by the slope of the new price 

line BC the consumer attains equili¬ 
brium at F on the lower indifference 
curve IC 2 . The question now is: by 
how much should his money income 
be raised so as to enable the consu¬ 
mer to enjoy the same level of satis¬ 
faction as he enjoyed when he was 
at D before the price change? For 
this his money income should be 
raised by A B raising it from OB to 
OA. The consumer would attain 
equilibrium at E which is on the 
same indifference curve /C 3 on which 
D is situated. AB is, therefore, the 
price equivalent income variation. Now suppose that the original price line is 
BC which is tangent to indifference curve JC 2 at F. If the price of X falls as 
shown by the slope of the new price line BB t so that the consumer reaches D on 
a higher indifference curve IC 3 the question is: by how much should his money 
income be reduced so that in the new situation the consumer is made neither 
worse nor better off? This would be done by reducing consumer’s money in¬ 
come by just that amount which pushes him back on indifference curve ICz. 
For this his money income should be reduced by BH from OB to OH. The 
consumer will then be in equilibrium at G which is on the same indifference 
curve IC., on which F is located. BH is the price compensating income variation. 


Y 



big. 11.6 
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Here too DT measures the Marshallian consumer s surplus and if ,he ndl I f ' 
rence curves are parallel, then DT will be equal to both AB »ni BH.TU 
equality of all the three sums of money would show that the income elTcct r 
nil—this, in Marshallian terminology, is equivalent to constant marginal utility 
of money. 

4 PRACTICAL UTILITY OF THE CONCEPT 


It was Professor Nicholson who started ofT the controversy regarding the 
consumer's surplus doctrine by bitterly criticising the concept. The classic criti¬ 
cism of Nicholson and the equally classic answer of Marshall arc now well 
known. Nicholson wrote: “Of what avail is it to say that the utility of an income 
of (say) £100 a year is worth («y) £1.000 a year?” Marshall answered: 1 There 
would be no avail in saying that. But there might be use. when comparing life 
in Central Africa with life in England, in saying that, though the things which 
money will buy in Central Africa may on the average be as cheap there as here, 
yet there arc so many things which cannot be bought there at all. that a person 
with a thousand a year there is not so well olT as a person with three or four 
hundred a year here. If a man pays Id. toll on a bridge, which saves him an 
additional drive that would cost a shilling, we do not say that the penny is 
worth a shilling,-but that the penny together with the advantage offered him by 
the bridge (the part it plays in his conjuncture) is worth a shilling for that day. 
Were the bridge swept away on a day on which he needed it. he would be in at 
least as bad a position as if he had been deprived of eleven pence.*' 8 Thus the 
concept of consumer s surplus enables us to compare the amount of real income 
enjoyed by a man in one country in iclation to a man living in another country 
or between that enjoyed by persons in different periods in a given country. 

The concept of consumer’s surplus has practical significance to the monopo¬ 
list in the fixation of the price for his product. Theoretically, although the mono¬ 
polist can fix any price or set of prices he likes for his product but in practice 
the price which he would fix for his product will depend upon many considera¬ 
tions. If he is not afraid of any competitor and is not also interested in keeping 
his customers satisfied, he can fix the price of his product in such a way as to 
remove the whole of the consumer s surplus. For example, if the consumers are 
prepared to pay Rs. 10 as the maximum price they could pay for the product 
rather than go without it, the monopolist may charge Rs. 10 for his product 
and thus remove consumer's surplus completely. This is known as price discri¬ 
mination of the first degree. The monopolist may not, however, charge the 
maximum price which the consumers are willing to pay; he may rather allow a 
certain amount of consumer's surplus to exist in his own long term interest. 
The total benefit of a monopoly is arrived at by adding consumer’s surplus 
accruing to the consumers and the monopoly net revenue or profit accruing to 
the monopolist himself. The object of the enlightened monopolist is to maximise 
this benefit.* 


^Marshall, /bid .. pp 105-6 footnote. 

’Economics like Professor A. K. Das Gupta accept that the monopolist, while fixing the 
price of his product, can and sometimes does take into account the benefit curve of consum- 
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Marshall, as well as Dupuit, used the concept of consumer's surplus to evalu¬ 
ate the effect of a tax or bounty. When a tax is levied on a commodity, it raises 
the price of the commodity concerned and thus reduces demand and consequen¬ 
tly the consumer’s surplus enjoyed by consumers. On the other hand, it brings 
revenue to the government. A tax will, therefore, be justified only if the govern- 


r r y 



Fig. 11.7 


ment’s gain is greater than the resulting loss of satisfaction -to the taxpayers. 
Wc can show this diagrammatically by means of Fig. 11.7 (A), (B) and (C) 
assuming different cost industries. 

In all the three diagrams wc measure the quantity of the commodity demanded 
and supplied on the X-axis while on the X-axis wc take the price of the commo¬ 
dity. We take both demand and supply of the commodity in the market. RD is 
the demand curve and 55 is the supply curve before tax [Z.S in Fig. 11.7 (B)J 
Supply curves arc different in the figures to show that they are constant cost, 
rising cost and falling cost industries. The price of the commodity is found at 
point P where the demand and supply curves intersect. The price of the commo¬ 
dity before tax is levied is QP and the quantity bought is OQ. Consumer's sur¬ 
plus accruing to the consumers is indicated by the triangle RLP. The new supply 
curve 5,5, [L,5, in Fig. 11.7 (All implies that the supply curve after the tax has 
been levied—the vertical distance between 55 and 5,5i shows the amount of the 
tax. The ucw price is Q X P X which is higher compared to the previous price: and 
the'new quantity demanded is OQ x which is smaller than the old quantity. 


In Fig. 11.7 

1. Loss to the consumers 

2. Gain to the government 

3. Which is greater 

4. Justified or not 


(A) (B) (C) 

LFPiLi LPPiL , LPPiLi 

LP 2 P 1 L i LzPtPiL i L 2 P 2 PiU 

Loss Gain Gain>Loss Loss>Gain 

Not justified Justified Not justified 


trs. Hut thev argue that a precise .dca about the total benefit curve or the compromise 
benefit curve of Marshall cannot be got so as to be able to weigh the monopoly net revenu 
that is sacrificed against the consumer’s gain that is secured. 
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As a result of the higher price and reduction in the quantity bought 
sumer's surplus is reduced to RL,P, (that .s. a loss of LPP t L,). Aga.ns this 
loss we have to show the gain which accrues to the government ' 

new tax levy. Gain to the government is equal to the amo unt sold (after levy 
of tax) multiplied by the tax per unit. P, P>. In Fig. II.7 (B) and (C) the gain 
to the government is indicated by the rectangle UP^P«U |m Fig^ 11.7 (A)] it is 
(L\P\P>L). We can now compare ihe loss to the consumers as the result ot the 
tax levy and the resulting gain to the government. It will be seen that only 
under increasing cost industry as shown in Fig. 11.7 (B) the gam to the govern¬ 
ment is greater than the corresponding loss to the consumers (L\PiP 2 Lz> 
LPPiU). This is obvious because when the tax is levied and the price is raised, 
the consumers will curtail their consumption of the commodity. This will lead 
to curtailment of production, which can now take place at a lower cost of 
production. We have assumed that the industry whose product is taxed is an 
increasing cost industry and hence smaller the production the lower will be the 
supply price or cost. The fall in the cost of production compensates to a cer¬ 
tain extent the rise in the price of the commodity as a result of the imposition 
of the tax. Thus the increase in price is not so high (the rise in price is less 
than the full amount of tax levy) and hence the loss of consumer’s surplus is 
comparatively less. On the other hand, the tax on constant cost industry, shown 
in Fig. 11.7 (A) as well as on decreasing cost industry, shown in Fig. 11.7 (C), 
is not justified since the gain to the government is smaller than the resulting 
loss of surplus satisfaction to the consumers. 

Similarly wc can analyse the effects of government subsidy to a given industry. 
A subsidy is given to the producers of a commodity to reduce the price so as 
to enable more consumers to buy it; the resultant loss, therefore, will be borne 
by the government. A subsidy will be justified only if the gain to the consu¬ 
mers as measured by consumer’s surplus is greater than the resulting loss to the 
government. 

When the government gives a subsidy, the price of the subsidised commodity 



falls by the amount of the subsidy. In Fig. 11.8 (A), (B) and (C) 55 indicates 
the old supply curve before subsidy was given [£5 in Fig. 11.8 (A)]. Before 
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the subsidy was given by the government the price of the commodity and the 
quantity bought at that price were PQ and OQ respectively and the consumer’s 
surplus was LRP. S\Si is the new supply curve after the subsidy [R\Si is the 
new supply curve in Fig. 11.8 (A)l. After the subsidy the price falls to Q\Pi and 
the quantity bought increases to OQ |. The gain to the consumers as measured in 
terms of consumer’s surplus is shown by the area RPPiRi. The loss to the 
government per unit is P\P> [The difference between the price the consumers are y 
paying (OiPi) and the price which the producers should get (QiPi)\. The total 
loss to the government will, therefore, be OQ\ x P\ P». that is. the rectangle 
RiPiPiR? [in Fig. 11.8(A) it is R.PiPzR). It will be noticed from the figures 
that only under decreasing cost industry [Fig. 11.8 (C)), grant of a subsidy is 


justified since the gain to the consumers {RPP\Ri) is greater than 
loss to the government (R\PiPiRA. 

the resulting 

In Fig. II. 8 (Subsidy) 

(A) 

(B) 

(C) 

1. Gain to the consumers 

RPPiRi 

RPPiRi 

RPPiRi 

2. Loss to the government 

RRiPiPz 

R'RiPiP* 

RiRiPiPz 

3. Which is greater 

Loss > Gain 

Loss>Gain 

Gain>Loss 

4. Justified or not 

Not justified 

Not justified 

Justified 

Thus we conclude with Marshall that it is proper to impose a tax 

on increasing 


cost industries and subsidise decreasing cost industries while leaving the constant 
cost industries free from the purview of tax or subsidy on the criterion of 
consumer’s surplus. 

The concept of consumer's surplus brings out a clear distinction between the 
value-in-use and value-in-cxchange of any commodity. The concept points out 
the important fact that the price of a commodity does not always indicate the 
exact amount of satisfaction derived from it. It brings home the fact that there 
are many goods such as salt, match-sticks, newspapers, city-bus transport etc. 
which occupy an important place in the consumer's budget. The satisfaction 
derived from the consumption of such commodities and services is considerably 
in excess of the dissatisfaction suffered by way of price payments and conse¬ 
quently the valuc-in-use of such articles is much greater than their value-in* 
exchange. In short, the concept of consumer's surplus although bitterly criticised, 
is said to be of great practical value in welfare economic analysis. 
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CONSUMER’S CHOICE AND SOVEREIGNTY 


imuinwr 


1. NATURE OF CONSUMER’S CHOICES 

r PHE first principle of consumption is based on the fundamental economic 
problem emerging from the fact of the existence of unlimited ends and 
scarce means which have alternative uses. Human wants are unlimited but the 
goods and services necessary for satisfying unlimited human wants are scarce; 
nature’s resources as well as man’s productive powers are limited. Production, 
therefore, falls short of the consumption requirements of the community. We 
have to make a choice between various competing ends, select those desires 
which appear to us most urgent and leave the rest and utilise limited natural 
resources and man's productive powers to produce only such goods as cater for 
the former desires at the expense of the latter. Every individual consumer, group 
and the community as a whole will have to make choices at different levels. An 
individual consumer makes choice every minute of his existence—he has most 
probably to economise on food and spend liberally on clothing; or he has to 
decide whether to buy an additional chair or to take the family to a movie and 
so on. The consumer expresses his choices and thus contributes to the deman 
for food and other commodities and services. 

In a free market economy the consumer is free to choose what goods he wil 
buy and in what quantities he will buy them.* If he wishes, he can hoard part 
of his income, or save and invest it in whatever way he pleases "Freedom of 
choice" is essehtial to enable consumers to max.rn.se their total satisfactions. 
‘‘Freedom of choice" is. however, an ambiguous phrase, for there is no choice 
without freedom. It usually means absence of any legal restraint on the w y 
the income is spent for making purchases of goods and services m the^markeh 
There are, however, a few cases in which the sale of goods is rcS ^ 
classes of consumers. For instance, certain drugs can be bought <only bytho 

who have doctor’s prescriptions. During a war. 4 ex ^ rC,se m ^/ i h n ^ e ;^ 
restrained by rationing and consumers could not spend their ^oney incomes on 
the purchase of rationed goods ,n excess of the quantity mcmion^^ in the 
ration cards or coupons. Apart from formal controls, there 
on consumer’s behaviour in the market by advertisers, friends etc., which m y 

•Many leftist writers do not believe in the existence of freedom^ of choia' 
economy. As one writer wrote: -The theoretical assumption that consumers are free 
choose what they want and how much is clearly an economic fiction. 
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limit consumer's free choice. Moreover, many people may receive too low an 
income which restricts their choice only to few and low-priced goods. Consu¬ 
mer's choice should mean, therefore, that every consumer is free to choose and 
select among the goods offered in the market to the extent that he is not subject 
to any external compulsion and within the limits of his spending power is free 
to decide his consumption schedule. 

In a controlled economy, consumption is rigorously controlled by the govern¬ 
ment. What goods and in how much quantity could be bought by the consumers 
and in certain cases, even from whom these could be bought arc controlled by 
the government; amusements and reading matter may be censored so as to 
inculcate thoughts and ideas deemed proper by the authorities; styles may be 
set by law and sumptuary laws may be enforced. The consumer in a controlled 
economy will not be free to choose as between different assortments of goods 
and. consequently, cannot maximise his satisfaction. But many of the controls, 
mentioned above, may be found existing not only in the totalitarian economies 
but also in the free economies during war time. The only difference is that in 
the latter case, there is always a strong public feeling against laws restraining 
consumption. 


2. CONSUMER S CHOICE AND SOVEREIGNTY 

We have indicated already that it is the preferences of consumers as shown by 
their ways of spending money which will determine what shall be produced and 
in what quantity. The ultimate purpose of all productive activity is to produce 
consumer goods. Every producer will produce that commodity or service which 
will bring him the greatest amount of monetary gain. But these gains will have 
to come ultimately from consumers. Thus, through his choice and preferences, 
the consumer directs all productive activities and the distribution of economic 
resources between the entire productive activities within the system. 

Under capitalism, it is said, consumer is the king. He is sovereign in the sense 
that all productive activity is undertaken to satisfy him and all producers and 
factors of production benefit from the productive activity only if the consumer 
is satisfied. Every businessman knows this and hence the adage “ consumer , my 
master". Since production takes place in anticipation of demand by the consu¬ 
mers, every producer attempts to anticipate the consumer demand. If his antici¬ 
pation proves correct, he enjoys profits, otherwise he incurs losses. In the latter 
case, the producer will have to change his production plans to bring them into 
line with the wishes of the consumers. Since consumers’ demand or anticipated 
demand controls production the consumer is called the sovereign. 

We shall cite a few examples to illustrate how in a free economy production 
is controlled and directed by consumer's choice. Suppose that consumer pre¬ 
ferences have changed from gur to sugar. Consequent upon this change the 
demand for gur will fall, while the demand for sugar will increase. The decline 
in the demand for gur will lead to a fall in the price of gur causing losses to gur 
producers’ while the rise in the demand for sugar will be followed by a rise in 
the price of sugar yielding excess profit to sugar producers. Consequently 
factors of production employed in the gur industry will leave that industry 
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resulting in the lower production of gur. At the same time the rise in the price 
of sugar will attract additional factors of production to sugar industry and 
consequently the supply of sugar will increase. Price mechanism, therefore, brings 
about a redistribution of factors of production as between the different industries 
according to the changes in the consumers* preferences. 

Let us take another example. Suppose, new money capital is looking for 
profitable investment in the country. Consumers* choices will determine the 
channels into which it will flow. Since investors aim at as large a money return 
as possible, they will estimate the probable future prices of the various alterna¬ 
tive products whose supply they can increase. They will estimate future demand 
of consumers and will invest in those industries only which promise the maxi¬ 
mum money return for their capital investment. 

Let us take one more example. Suppose, the consumers prefer to spend less 
and save (and invest) more. Decreased consumer expenditure on consumer goods 
will lead to a fall in their prices, decline in their production and a tendency for 
factors of production to move out of these industries. At the same time the rise 
in saving and the increase in investment will lead to a greater demand for the 
factors of production in industries producing raw materials, construction goods, 
machinery and so on. The structure of production, thus, becomes more “capi¬ 
talistic” in accordance with the preferences of consumers. 

Thus, in a free enterprise economy an industrial undertaking, if it wishes to 
prove successful in its career, must cater to the preferences of the consumers. 
Kiekhofer explains the importance of consumer’s choice in determining the 
nature and size of economic activity in a free economy thus: “Universal con¬ 
sumption is something like universal suffrage; it is a democratic means of 
control. The only qualification required for consumption is the possession of 
income with which to acquire the desired goods. In economic elections, a 
consumer casts as many votes as he has dollars to spend. If the economic elector 
decides to spend his income for baubles instead of essentials, for shoddy goods 
instead of genuine articles, for things that are ugly instead of things that are 
beautiful, such things will be produced. Consumer’s choice, whether it is wise 
or foolish, guides the operations of our industrial system. It is like closing an 
electric circuit and thereby turning on a current that sets the wheels of the 
productive mechanism into motion.’** 

Wishes of the consumers under capitalism are made known to the producers 
through the price mechanism. No single consumer can change the price; it is 
the totality of consumers' actions which controls the direction and composition 
of production in a capitalist economy. 

3. GENERAL MECHANISM OF CONSUMER’S CHOICE 

At one time it was wrongly believed that consumer's choice was spontaneous and 
instinctive. In fact, human behaviour is the result of stimuli from environment 
acting upon instincts, appetites, and emotions. Under certain circumstances, the 
consumers make a deliberate choice, taking a long time to weigh different assort- 

2\V.H. Kiekhofer, Economic Principles, Problems and Policies (1936). p. 652. 
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ments before choosing one. Under certain other circumstances, choice is neither 
deliberate nor conscious. More often, past choices already crystallised into habits 
guide him without the necessity of his thinking much about the matter. In 
many cases, he accepts by imitation choices that have been made for him by the 
conventions of the society in which he lives. Therefore, the choices of consu¬ 
mers are influenced by instinctive nature, habits acquired by experiences 
and imitation. Besides these factors there are extraneous influences upon the 
consumer, which come from his friends, relatives, teachers and above all from 
advertisements which appeal to deep-seated impulses and which create fashions 
compelling a person to fall in line with others. Although in making a selection 
of goods every consumer exhibits his own peculiar individuality, to a considera¬ 
ble degree he is governed by his habits and the customs of the people with 
whom he associates. His consumption—his choice—becomes more or less cry¬ 
stallised into a fixed pattern, based on acquired habits and social conventions— 
this is generally expressed as a person's standard of living to which he is 
accustomed. 


By “standard of living” is meant an established customary mode of consump¬ 
tion. The concept, which is used to show the ways of life of different social 
classes and the general level of prosperity, is usually measured in terms of the 
amount of income which each class of people has to spend. The “standard of 
living” of a group of people governs the commodities which individuals Of 
that group desire and the choices they make. If they arc used to a 
certain kind of houses, a certain type of food, a certain type of dress and to 
certain forms of recreation, consumption will be directed along those lines by 
the standard of living. “Standard of living” in other words, gives us readymade 
choices. If a person belongs to middle class in which the possession of a radio 
is a necessity he should also acquire one. Custom as embodied in the establi¬ 
shed standard of living of various social groups is a powerful determinant of 


consumer's choice. Thus, for instance, the custom of using sindoor by the married 
women among Hindus on their head as a symbol of soohag is a strong determi¬ 
nant of the demand for sindoor and consequently of the production of sindoor in 
the country. 

A very important characteristic of standard of living is that the items associa¬ 
ted with the particular standard are clung to with great persistence. An individual 
will, after supplying himself with the barest necessities of existence, devote the 
rest of his income first to those goods which are regarded as essential to the 
standard of his group: and only if he has any surplus left after meeting his 
‘‘conventional" necessities, will he extend his consumption to other commodities 
for which he has an individual liking. Consumption of certain goods and 
services is resorted to “to keep up appearances” 

T h 'r C ^ aracleris ‘ ic of hum *" nature on which consumers 
choice depends We refer here to the almost universal desire to receive the 
adm.rat.on and applause of one's fellowmen, the desire to be a leader in one’s 
community and locality. This desire leads to Veblen‘s now-famous phrase 
conspicuous consumption". To possess the most distinctive house in the locality 
to own rare and costly jewellery, expensive silk, and woollen garments are all 
different ways of displaying wealth to acquire a higher social status This character 
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is not restricted only to the rich but is found persisting even among the poorest 
of the poor, who generally spend very large amount of money on the feasts 
associated with births, deaths and marriages. 

We can conclude that, within the limits set by the production in the 
community and his income, the individual is free to choose what he will, but in 
making these choices he is governed by the general laws of human behaviour 
and is especially subject to such influences as the physical needs of his being, 
his accustomed standard of living, the conventions of society and the prestige 
which his expenditure gives him in the eyes of his neighbours. Given these 
influences a person will choose different goods in such a way as to maximise his 
total satisfaction. 


4 LIMITS TO CONSUMER’S CHOICE 


In a free enterprise economy, although there may be few or no formal restric¬ 
tions upon consumer's freedom of choice, there may be circumstances inherent 
in the economy which may limit consumer's freedom of choice and, to that 
extent, consumer's sovereignty. 

First of all. we assume that consumers behave rationally and that they make 
their selections in a rational manner. Guided by their self-interest they always 
strive to maximise their total satisfactions. This is the age-old assumption of 
“economic man**. We should, however, recognise the fact that men are neither 
wholly “rational” nor wholly “irrational”. It is possible, therefore, that 
they may not always maximise their satisfaction. Consumers are often 
whimsical, thoughtless and foolish. They spend frequently without any plan or 
consideration of getting the greatest satisfaction from their money. Moreover 
the average consumer has to make innumerable choices daily and careful 
weighing and comparison of utilities of different goods bought are, therefore, 
difficult in practice. He has neither the time and ability nor the information to 
do so. He buys one commodity in one mood or impulse and buys another 

under the influence of another mood or impulse— many a time he purchases a 

commodity which he regrets later and considers it foolish. 

In a free economy, consumer's choice is limited by the productive powers ol 

the community which depend, among other things, upon the abundance and 

richness of the natural resources, the stock of the productive equipment and the 
excellence of the productive technique. In the primitive, backward and 
underdeveloped communities, production is low and consequently consumer * 
choice will also be restricted and narrow. Developed economies, on the o her 
hand with science and technology well developed and with abundant natural 
resources, offer a large surplus over the minimum needs of existence and 
consequently the range of consumer's choice is very wide. In a prim 
my not only the volume of goods and services is limited by the poor state of 
technical knowledge and «he availability of factors of production but even the 
composition of goods and services is limited, so that the increase in 
dity can take place only at the expense of another. If consumers decide= to 

more of one commodity, they should be prepared to accept less of some othe 

commodity. 
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Yet another limitation on consumer's choice and through it on consumer’s 
sovereignty is inherent in the small incomes of a vast majority of people in a 
country. There are two considerations here. Firstly, every consumer has a 
limited amount of income and. therefore, he cannot buy unlimited quantities of 
different goods. More of one commodity can be bought only at the cost of 
reduction of another. Secondly, there is great inequality of incomes in modern 
communities and consequently the range of choice open to different consumers 
is very unequal. The poor man has to spend his meagre income on the purchase 
of bare necessities, while the rich man with his large possessions, has vast choice 
in the matter of food, clothing, entertainment etc. The poor man has very little 
freedom of choice, while the rich has a liberal range. In free communities 
production follows demand rather than need and hence the choice of those 
who have high purchasing power, exercise the greatest control upon production. 
Can we not then imply by “consumer's sovereignty*’ the ‘’sovereignty of the rich 
consumers ?’’ 

Another limitation on consumer’s sovereignty is imposed by the sumptuary 
laws (laws on consumption of goods and services) enforced by the state. 
Consumption of goods may be prohibited altogether (as, for example, harmful 
drugs or through prohibition the state may prohibit the people from consuming 
liquor), some goods may be taxed and their prices raised so as to curtail their 
consumption (as, for example, tobacco and liquor). Some people may argue 
that in a democratic country the government acts in accordance with the wishes 
of the majority of the citizens and, therefore, this limitation is more apparent 
than real. But to the extent state interference in consumption restricts the 
choice of consumers, it is a limitation on the consumer’s choice and consumer's 
sovereignty. 

Another limitation on consumer's choice is implied in the existence of 
monopoly and imperfect competition. A monopolist, for example, restricts 
output and uses his monopoly power to prevent additional factors of produc¬ 
tion from entering the industry, even though they may produce goods which 
consumers may value more than others. The existence of monopoly power, 
therefore, is a limitation on the sovereignty of the consumers who will have to 
be satisfied with the restricted amount of goods produced by the monopolist. 

Advertising is another important limitation on consumer’s sovereignty. 
Influenced by advertisement, people choose one commodity and not another, 
and one brand of a good and not another and in this they are led by continuous 
and persistent advertisement pressure. In industrially advanced countries like 
the United States of America advertising plays a great role in determining 
consumer’s choice. Expenses in the United States for national advertising alone 
are estimated to average nearly 10 dollars for every man, woman and child. All 
this money is spent to enrich the producer and not to benefit the consumer. 
Consumer’s freedom of choice looks more apparent than real. There is, however 
not much force in this argument. For one thing, there are many non-advertised 
goods which are demanded widely by consumers. For another, if one brand of 
a commodity is advertised widely, so too are the rival brands and the consumer 
has still the freedom of deciding between them. Besides, advertisements are in 
the nature of advice to consumers who may or may not follow the advice given 
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The consumer remains a sovereign despite all the coaxing and inducements of 
advertisements, just as a king of a country continues to be sovereign even 
though he may be advised by his council of ministers. 

Another limitation on consumer's choice is that in modern economies most 
goods are cheap, mass-produced and standardised goods which consumers are 
more or less forced to buy and they have very little choice left in the matter. 
Although this argument has considerable force behind it, it is not right comp¬ 
letely. For, in many cases, side by side with the standardised goods special 
superior de luxe goods are also available at higher prices and consumers are free 
to choose either the standardised goods or the costly special varieties. 

Fashion, which is one of the sources of consumer's choice, also acts as a limi¬ 
tation on consumer’s choice. When a new fashion grips a particular group of 
people or locality, it becomes almost a necessity to buy that commodity, lest one 
is considered old-fashioned. People are slaves to fashion and they exercise very 
little choice in their selection The inventor and producer of fashions is 
probably the sovereign while the consumer is apparently a slave. 

Lastly, during war, rationing may be used to bring about equitable distri¬ 
bution of goods in short supply between consumers. Rationing implies that 
consumers get the quantity which the government prescribes for each individual 
or household. It implies further that everyone will have to accept the assort¬ 
ment of goods which government prescribes; so many kilograms of foodstuff, 
so many metres of cloth etc. There is very little scope for substitution and very 
little choice is left to the consumer. Rationing, therefore prevents maximisation 
of satisfaction by the consumers. In a planned economy, there may be control 
and rationing in certain commodities under short supply and the consumer may 
not be able to distribute his economic resources as between the different goods 
so as to maximise his total satisfaction. 


5. IS CONSUMER S SOVEREIGNTY DESIRABLE? 


Free economies are based on freedom of consumers to choose and substitute 
between different goods and freedom of producers to produce those goods and 
services which are demanded by the consumers. Freedom of choice is based 00 
the assumption that the consumer, and he alone, knows best his interests and is 
best suited to secure maximum benefit. But the classical assumption of econo¬ 
mic freedom has been discarded by the totalitarian governments. Dictators 
generally assume that, left to themselves, consumers on the whole tend to buy 
ugly things rather than beautiful ones; that they show very poor taste in literature, 
music dance, and other arts; and that they may prefer to buy harmful drugs and 
adulterated foodstuffs or by artificial silk saris and rayon suits that might prove 
injurious for their health. Since the consumers do not know how to choose 
rationally, the government should give the consumers what is good for then. 


rather than what they want. , . . . 

It should also be pointed out here that production is more regulated by the 
effective demand rather than by the needs of the people. We bave already 
explained the problem of inequality of incomes and its relation to the standard 
of living and pattern of choice of consumers. The poor may be numerous 
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the rich may be few; the needs of the poor for goods and services may be 
intense and at the same time considerable. But the poor exercise very little 
influence either on the prices or on the output of the goods produced; while the 
rich, though few in number, exercise a large influence. It is, in fact, on this 
condition that reduction of inequality in incomes is desirable. The conclusion 
sought to be derived from these arguments is that the consumer cither acts 
irrationally or is powerless to act because of low income and low effective 
^ demand and that the sovereignty of the consumer is a fiction. 

It should, however, be clear tha there is a strong case for consumer's freedom 
to choose. It is true that freedom of choice is limited and may be exercised 
irrationally. But it is wrong to assert that the consumer does not know his own 
interests at all. It is better that government docs not interest itself in these 
questions and allows people to choose and substitute freely and to make mistakes 
for, it is out of mistakes that new ideas arc born and economic progress is made. 
Economic progress depends upon alert and responsive consumers whose freedom 
of choice should not be curbed by the state. 

SELECT REFERENCES 

Richard T. Ely, Outline of Economics. 

Frederic Benham, Economics (4th ed.) Chap. XII. 


13 


REVEALED PREFERENCE THEORY OF DEMAND 

0 


T HE growing desire of the economist to have a realistic and most scientific 
explanation of consumer’s behaviour gradually led to the development of a 
method that seeks to enunciate the demand from observed consumer behaviour. 
The Nobel Prize winner Mr. Paul A Samuelson has introduced the revealed 
preference theory which seeks to enunciate things on the basis of observed market 
behaviourism of the consumer and it comparises of a presumption that ‘choice 
reveals preference’. 

1. REVEALED PREFERENCE THEOREM 


The entire revealed preference analysis is based on a rather simple idea. A 
consumer will decide to buy some particular set of items either because he likes 
them more than the other goods that are available to him, or because they 
happen to be cheaper. Suppose we observe that two collections A and B of 
commodities arc offered for sale. The consumer chooses to buy A but not B. 
We arc then not entitled to conclude that he prefers A to B, because it is also 
possible that his decision just reflects the fact that A is the cheaper collection and 
may even be most regretful about not buying B. But price information may be 
able to remove this uncertainty. If their price tags tell us that A is not cheaper 



Goot 1 X 
Fig. 13.1 


than B. then there is only one possi¬ 
ble explanation of consumer’s choice- 
hc has bought A because he likes it 
better. More generally, therefore, if 
a consumer buys some collection of 
A we say that A has been revealed 
preferred to others. It means that 
the others have been revealed to be 
inferior to A. The basic idea of 
revealed preference theory is that 
consumer's choice reveals his prefe¬ 
rence. The following diagram 
(Fig. 13.1) may be used to explain 
Samuclson's idea. X and > are two 
commodities. PL is the budget line. 


POL represents the consumer's choice triangle. The consumer can buy any 
combination of X and Y lying on or within the triangle POL. For instance, the 
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consumer can choose any combination on FLuy.A. B say 

D £ or F. Point A (OX^OY,) represents the actual consumer s choice (the 
position of equilibrium). In choosing A, the consumer is revealing h.s preference 
for A over all other combinations that are possible. Thus cho.cc becomes 

preference. 


Strong and Weak Ordering 

Distinction between strong and weak ordering should be made here. 
Samuelsons revealed preference analysis is based on strong ordering. Strong 
ordering implies that there is a definite ordering of various combinations in con¬ 
sumer's scale of preference. When a consumer reveals his preference for one 
combination, he has revealed his positive and definite preference for this combi¬ 
nation over all others which are open to him. In Fig. 13.1 the consumer prefers 
point A over all other point such as B , C etc. Under weak ordering, the consu¬ 
mer is said to prefer the chosen combination A over the others within POL 
(points D, E and F) but he is indifferent as between A. B and C which arc on 
the budget line. That is. A, B and C are equally good and the consumer can 
choose any one of them, In Samuclson’s analysis. the consumer prefers A as 
superior to B and C. In Prof. Hicks* own words: “The difference between the 
consequences of strong and weak ordering, so interpreted amounts to no more 
than this that under strong ordering the chosen position is shown to be preferred 
to all other positions in and on the triangle, while under weak ordering it is pre¬ 
ferred to all positions within the triangle but may be indifferent to other positions 
on the same boundary as itself.*’ 1 


Main Axioms of Revealed Preference Theory 

The revealed preference theorem is based on two main axioms, viz. consistency 
condition, and, transitivity condition. The first condition of consistency which 
implies strong ordering—requires that if A is revealed preferred to B which is 
either equally costly or cheaper than A, then B must never be revealed preferred 
to A. The consistency condition or postulate asserts that if a consumer chooses 
A rather than B in one situation, he cannot prefer B to A in another situation 
when both A and B arc present (i.e., the consumer is consistent in his behaviour); 
The only situation in which B could be revealed to be preferred to A is one in 
which the consumer buys combination B in some other set of price situation 
denoted by P\ in which he could if he so choose, also buy combination A. 

The consistency condition of revealed preference analysis is the counterpart of 
the assumption of rationality. While in the Marshallian and Hicksian analyses, 
rationality principle expects the consumer to go for maximum utility or satisfac¬ 
tion, the consistency postulate of Samuelson expects the consumer to be consistent 
in his choice at all times. In a sence, however, consistency postulate is superior 
to the utility-maximisation assumption, as the former can be easily fulfilled, 
while the latter is not. 

The second axiom of transitivity is really speaking, an application of the 
logical theory of ordering in economics. It states that if the different combina- 


1 J.R. Hicks, Revision of Demand Theory (1956) p. 43. 
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lions of ii goods Q\ Qii Q*, etc., are arranged in ordering such that Q is 
revealed preferred to Qu Q i i* preferred to Qo and Q 2 is preferred to Q 3 then 
must never be revealed to be preferred to O Thus the ordering has always 
to be vni~direclionaI and never circular. 

The revealed preference analysis which springs from the»e two axioms or 
postulates is superior to the indifference curve analysis because it does not require 
the restrictive assumption that all income must be spent; nor does the analysis 
bother about consumer’s preference relating to those combinations that he never 
buys. The analysis is based upon the observed consumer behaviour in the market 
and the data relates to the observed prices and quantities bought at the observed 
prices. 

2. DERIVATION OF THE DEMAND THEOREM 


Samuelson has used his revealed preference theory to derive the conventional 
law of demand which establishes the inverse relationship between price and 
demand—other things being equal, more will be demanded at a lower price. 
Samuelson assumes positive income-elasticity of demand and proceeds to demons¬ 
trate the inverse relationship between price and demand for a product. Samuelson 
states: “Any good (simple or composite) that is known always to increase in 
demand when money income alone rises must definitely shrink in demand when 
its price alone rises.’* Fig. 13.2 illustrates the demand theorem on the basis of 
revealed preference hypothesis. 

In Fig. 13.2, X and Y are two goods and PL is the budget line based on the 
prices of X and Y. OPL represents tne traingle of consumer’s choice. Point A 

indicates the consumer’s choice 
(OXi+OYi). Hence it reveals his 
preference by the definition that 
'‘choice reveals preference.” Suppose 
the price of good X rises—price of 
Y remains constant—so that the 
new price ratio line (or budget line) 
becomes PJ. We have to prove that 
the consumer would purchase less of 
good X—i. e. % he will purchase less 
than OX 1 of good X because of the 
rise in the price of good X. 

The rise in price of good X and the 
new budget line PJ indicate clearly 
that point A is not possible for the 
consumer. Suppose we compensate 
the consumer by giving him enough 
extra money income to enable him to 
buy the same combination (Point X). This means that the “nsumer hasa new 
income-price situation as represented by line RS (dashed line). RS 1 P 
PJ and passes through point A. This gives us ORS as the consumer:s tr.angl c 0 * 
choices. Under the new price line RS t the consumer can choose pom 



Good X 
Fig. 13.2 
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point on segment RA. since RA is higher than segment PA. The choice on RA 
is not inconsistent, since this was not available to the consumer before when the 
price line was PA. Under the consistency assumption, the consumer will not 
choose any point in budget line AS except of course A itself because segment 
AS lies below segment AL which was the former choice position. Thus, there 
are only two alternatives open to the consumer: 

( a ) to buy the same old combination represented by point A i. e.. buy OX } of 

good X and 0)\ of good >'; or . 

(ft) to choose any combination on egment RA, above point A, which will 

mean less amount of good X and more amount of good Y. 

Thus, even after allowing sufficient income to the consumer to compensate 
him for the rise in the price of good X, the consumer demands either the same or 
a smaller quantity of good X at the higher price. If the extra money does not 
materialise, the consumer will have to buy a smaller amount of good X at the 
higher price; this is on the assumption that the consumer will buy less at a 
lower income (income elasticity of demand is positive). The conclusion is that 
the consumer will demand less at a higher price—this is the inverse price-demand 
relationship. 

We can explain the inverse price-demand relationship by taking a fall in price. 
In Fig. 13.3, the original budget line was PL and the consumer s revealed prefe¬ 
rence was A (OXi + OYi ). The relevant triangle of consumer’s choice was OPL. 
The fall in price enabled the consumer to go to a higher income-price situation 
i. e. t PN and the triangle of consu¬ 
mer’s choice is OPN. Now suppose 
some income is taken away from the 
consumer so that he can choose the 
original combination of A at the new 
price of good X. The new price line 
is KM and in this new income-price 
situation, the consumer can choose 
either A or some points to the right 
of A and not any point to the left of 
A. For instance, the consumer can- 
. not choose any point on KA because 
this falls below the original income 
price line of PA and it had been 
rejected by the consumer in favour 
of point A. He can, however, choose any point on AM which falls outside segment 
AL. Therefore the consumer can choose either A {OXx+OYx) or some combina- 
tionbeyond A to the right which will mean more of AT-commodity and less of )'- 
commodity. Suppose the consumer’s income-price remains the same viz. PN, he 
will be able to demand more of A'-commodity, provided the consumer’s demand 
for X rises with rise in income (income elasticity of demand is positive). 

It is thus clear that the demand for a product will expand or contract directly 

with a fall or rise in its pnee. Samuelson’s analysis is based on the following 
assumptions: 
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(a) The consumer chooses a combination on the price line and not from with¬ 
in the triangle. This assumption implies that the consumer prefers a larger 
collection of the two goods to a smaller one. 

( b) The consumer chooses only one combination of the two goods in every 
budget line—strong ordering. 

(c) There is consistency of choice. 

(d) Income Elasticity of demand is positive. 

3. INCOME AND SUBSTITUTION EFFECTS UNDER REVEALED 
PREFERENCE HYPOTHESIS 


We can use the revealed preference analysis to demonstrate the income and 
substitution effects of a fall in the price of a commodity. This is illustrated in Fig. 
13.4. In this figure, PL is the budget line drawn with the given price ratios of 

goods X and Y. Point A indicates 
the combination of the two goods 
which is revealed preferred to any 
other point on PL. Assuming a fall 
in the price of good AT—price of 
good Y remaining constant—the 
consumer will choose a combination 
of two goods at point C on the new 
price line PN. This movement from 
A to C is due to change in relative 
prices and income and substitution 
effects. Wc can assume that the 
consumer’s income is reduced until it 
passes through point A; this price 
line is AM. Now the consumer will 
move from point A to any other point which lies to the right of A, say to point B. 
This is because points on KA position of the budget line KM has already been 
rejected as inferior to PA. The consumer will move on the AM to a point say B. 
The consumer buys more of good X (AT» X 2 units); this is due to substitution 
effect. Assuming that the income is returned keeping the relative prices constant, 
the budget line KM slides outward, parallel to itself until it is returned to the 
final position PN. On account of this movement, the consumer moves from 
point B to C purchasing more of good X (X 2 X 3 units) purely due to income 

On the assumption that good A' is not an inferior good—/. e. t income clastKity 
is greater than zero—more of it will be purchased when its price falls. Tins 
means that the substitution efTect is positive and the demand curve will have a 
downward slope. 



Fig. 13.5 


4 CRITICAL APPRAISAL OF THE REVEALED PREFERENCE THEORY 

Both Marshallian utility approach and Hicksian indifference curve approach have 
used the introspective method to explain consumer behaviourism. They show 
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how consumers react psychologically to certain hypothetical changes in prices 
and incomes. But Prof. Samuelson explains consumer demand on the basis of 
actual consumer behaviour to given prices and incomes. Hence the revealed 
preference theory is characterised as •*bchaviourislic" explanation of demand. 
Prol. Samuelson contends that the behaviouristic method is scientific and the 
only valid method of explaining consumer's demand. But some economists have 
not agreed with Samuelson. Prof. Tapas Majumdar, for instance, regards intro¬ 
spection as superior to behaviourism. In his own words, “Behaviourism certainly 
has great advantage of treading only on observed ground: it cannot go wrong. 
But whether it goes far enough is the question. It may also be claimed for the 
method of introspection that operationally it can get all the results which are 
obtained by the alternative method, and it presumes to go further; it not only 
states but also explains its theorems.’* 2 In recent years, however, Samuelson's 
analysis has gained wide popularity. 

This may be partly due to the fact that Samuelson has given up the restrictive 
assumptions of utility and indifference approaches. For example, the utility 
and indifference approaches are based on the assumption of maximisation of 
utility or satisfaction—rational consumer behaviour implies utility-maximisa¬ 
tion. This is restrictive and very difficult to achieve in practice. Instead 
Samuelson has used the consistency postulate to derive the demand theorem and 
consistency is much less restrictive and conforms to actual consumer behaviour. 
Likewise, Samuelson has given up the continuity assumption of the indifference 
- curve analysis and has introduced the concept of discontinuity. It may be re¬ 
membered that an indifference curve is a continuous curve and represents all 
combinations of two goods whether they are available in the market or not or 
whether the consumer can buy them or not. In the real world, there is discon¬ 
tinuity. Hence, Samuelson's revealed preference theory is regarded as an advance 
over the earlier theories of demand. 

Like all other theories the revealed preference theory too bas certain blemishes. 
In the first place, since the theory is based upon the consistency condition, it is 
based upon the observed market behaviour of such ideal consumers as arc not 
influenced by anything other than the current market conditions. These ideal 
consumers are those who choose that one particular alternative out of the many 
available to them which is most preferred by them. Since the worldly consu¬ 
mers are affected a good deal by considerations other than of mere current prices 
their observed behaviour might run counter to the requirements of the consisten¬ 
cy axiom. 


The secOHd hm'tano" of the revealed preference analysis as pointed out by 
H.cks, follows from the possibility that since a consumer is thought "as only 
ordering a finite, and perhaps quite small, number of alternatives, it is clearly 

flTnd fl over rTd 0 !" f"”**'**** 3 def '°"' Preference for A over 

B and B over C, and so on. It is not necessary that there should be any indiffe¬ 
rent positions. Further, if the whole ordering is a strong one it is sufficient to 
say that he always chooses the most preferred position open to him and his 
choice » explained; preference is always sufficient to explain choicl If ^ 


2 T. Majumdar, Measurement of Utility, 


202 Principles of Economics 


ordering is weak, it is possible that there may be two (or more) positions which 
stand together at the top of his list; choice between two such positions remains 
unexplained. The desire for a self-contained theory gives the economist some 
basis in favour of strong ordering.” 3 

Another weakness of the revealed preference analysis of consumer behaviour 
is that it “provides no such easy and natural transition to welfare economics as 

the Marshallian theory appeared to give us.it studies human beings “only as 

entities having certain patterns of market behaviour; it makes no claim, no 
pretence, to be able to see inside their heads.*’ 4 The revealed preference analysis 
does not serve the Welfare purpose* of the demand theory although it serves the 
‘Economic purpose* of the demand theory. A perfect demand theory must, 
however, be able to achieve both these purposes. 
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MODERN UTILITY ANALYSIS 



1. NEUMANN-MORGENSTERN UTILITY INDEX 


T HE traditional cardinal utility analysis of consumer behaviour outlined in 
chapter 7 excludes an analysis of the situations involving uncertainties, and 
to this extent the analysis is unrealistic. It rules out the possibility of a consumer 
to participate in a fair game of chance because their entire analysis were centred 
around the principle of diminishing marginal utility. In the traditional cardinal 
utility analysis, the gain in utility from winning Rs ICO will be less than the 
utility from losing Rs. 100 in a fair game of chance because the marginal utility 
of money decreases or the stock of money increases. John von Neumann and 
Oscar Morgenstern have endeavoured to show that it is possible to construct a 
utility index for a consumer which will indicate his preference in uncertain 
situations. The traditional theory of consumer behaviour assumes that particular 
actions on the part of the consumer lead to particular consequence which arc 
determinate and can be known in advance. 

The cardinal utility analysis of consumer behaviour in uncertain situations 
which developed almost simultaneously with the development of the revealed 
preference analysis of consumer behaviour owes much to the pioneering elforts 
of von Neumann and Morgenstern who in the their well known work entitled 
Theory of Games and Economic Behaviour developed this approach. To quote 
them : “Consider three events C, A, B, for which the order of the individual’s 
preferences is the one stated. Let * be a real number between O and 1 such 
that A is exactly equally desirable with the combined event consisting of a 
chance of probability (1 —a) for B and the remaining chance of probability a for 
C. Then we suggest the uso of a as a numerical estimate for the ratio of the 
preference of A over B to that of C over B" 1 


We can illustrate the construction of cardinal utility index describing the pre¬ 
ference of a consumer. if the latter reveals some degree of consistency in his 
preferences. The utility of an event say A which is certain to occur is equal to the 
u ." lt yofev e n«B W h ich has (| -i ,)proba bility of happening plus .he utility of 
event C which a probability of P of happening. Thus 


C/(/l)=(l_P) U(B)+P. U(C) 
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This means that the utility of event A which is less than the utility of event C 
with the probability of happening as one (i.e., if the event C was certain) and 
more than the utility of event B (again if event B was certain to happen) is equal 
to some value that lies between these two extremes depending upon the likelihood 
of one or the other event happening. The problem now is of finding that parti¬ 
cular combination of probabilities of events C and B happening which would 
induce the consumer to prefer A to a chance of securing C and B ? Let us now 
find out that particular combination of the two probabilities with regard to 
which the cosumer is indifferent between event A and events B and C, i. e., a 
combination of probability values of events B and C which leads to the indiffer¬ 
ence relation as set forth in the above equation. 

Wc can assign arbitrary utility values to C and B. Suppose we assign 3 units 
of utility to C and 1 unit of utility to B. We kndw that 

U(A)=V-P) U(\)+P. U( 3) 

If wc assign g value to P then we get 

U{A)-l </(!) +1 C/(3) 

.1 + l-f.l.S. 

With the same probability values, by assigning different numerical utility 
values to B and C we get different numerical values for U(A) which could be 
expressed as below. 


U(A) 


U(B) 


U(C) 


1-8 

3-2 

5 

106 

14 


2 

3 

7 

10 


3 

5 

8 

16 

20 


Thus a complete cardinal utility scale or index can be constructed. 

U is possible to construct an ordinal utility index of .t consumer 
also be Ised to predict choice in risky situation provided the following axioms 

M iTnTaxiom of complete ordering. According to this axiom or postulate 
fo the two alternatives A and C the consumer behaviour must reflect anyone 
these three conditions, namely. , is prefered to 3 or B -s prefe,rred 0,0 rthere 
is indifference on the part of the consumer between A and B Furlh = 1 
consumer s preference is subject .0 the condition of trans.nv.ty so that .f 
preferred to B and if B is preferred to C then A is preferred to C. 

! Bascd upon Henderson and Quandt, Microeconomic Theory : A Mathematical Approach, 

p. 35. 
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( b) The axiom of continuity. This axiom states that if A is preferred to B and 
B is preferred to C then there exists some probability P (l>P>0) such that the 
consumer is indifferent between event B with certainty and events A and C with 
probabilities P and 1 -P respectively of happening. 

(c) The axiom of indifference. We assume that the consumer is indifferent 
between A and B and that C is any outcome whatever. If one lottery ticket 
offers outcomes A and C with probabilities P and I - P respectively and the 
other ticket offers outcomes B and C with the same probabilities P and I - P then 
the consumer is indifferent between the two lottery tickets. 

(</) The axiom of unequal probability. According to this axiom if the 
consumer prefers outcomes A and B, the consumer will prefer the lottery ticket 
T\ if and only if the probability of winning A is greater for ticket T\ than lor 
ticket T 2 


The von Neumann-Morgenslern cardinal utility analysis does not, however, 
represent a rivival of the neo-classical cardinal utility analysis. Unlike the old 
cardinal utility analysis where the utility scale indicated satisfaction as intensive 
quantity, the scale of cardinal utility in the von Neumann-Morgcnstcrn analysis 
is indicative of the mere ranking of alternatives in risky choices. “The utilities 
in the von Neumann-Morgcnstern are cardinal in a restricted sense. They are 
derived from the consumer's risk behaviour and are valid for predicting his 
choices as long as he maximises his expected utility. They arc derived by pre¬ 
senting him with mutually exclusive choices; therefore, it is meaningless to 
attempt to infer from the utility of event A and the utility of event B the utility 
of the joint-event A and B.” 3 4 

However, even so, the von Neumann-Morgenstern utilities possess some of 
the features of cardinal measures. For instance, where the utilities of three 


events A , and B and C arc 20, 40 and 80 it cannot be meaningfully concluded 
from this that the consumer prefers event C four limes as much as he does to 
event A. It is so because the origin has been arbitrarily chosen. The same 
preferences could be expressed by sa>ingthat the utilities of events A t B and C 
are I, 3 and 9 respectively. Where the events A, B or C could be chosen with 
zero probability of their not happening*/. e. % if there was no element of risk 
involved in choices, then the von Neumann-Morgcnstern ordinal utility scale 
could not be at all constructed because no probability relation at all existed. 
Thus existence of a probability relation is a necessary condition for this analysis 
For nsky choices, as Friedman and Savage rightly state, the hypothesis is that 

? 0SC 1° SUCh circums,ances as if ,hc y were seeking to maximise 
o whTh nlhlr, T qi,aD, " y . prefer ' nces . in “certain situations 

Lh nn« ht, y aPP are g0 ' erned solely by ,he probabilities attached to 
each possible income (or outcome)*’ 1 

• Tu' r ' aI , tW ° Seriol “ shortcomings of this analysis. Firstly, it is argued that 
L ‘ T consumer decisions, risk does not play an important part. Secondly 
the analysis fads to take account of the pleasure that gambling gives to certain 


3 Hendcrson and Quandt, Ibid., p. 38. 

4 Milton Friedman and L.J. Savacc **Thi» F.wrud ,, 

lily of Utility", Journal of Political Economy*^!. U V HyP ° ,hCS,s and ,he Measurabi- 
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people. Certain individuals derive pleasure in taking decisions in the face of 
formidable odds because the mere prospect of winning gives them unfathomable 
joy. This type of behaviour is ruled out in the analysis. 

2. FRIEDMAN-SAVAGE HYPOTHESIS 

In an article, “Utility Analysis of Choices Involving Risk” (1948) Milton 
Friedman and L.J. Savage of University of Chicago have given a new and a 
better interpretation of consumer’s behaviour in situations involving risk. The 
assumption of utility mxaimisation cannot be employed to analyse consumer’s 
behaviour in situations like gambling because the economic expectation of 
gambling is either less than zero or negative. But people do gambling despite its 
implication of loss of utility. Friedman and Savage have analysed this peculiar 
behaviour of consumers. They have discarded the assumption of diminishing 
marginal utility of money, so that utility maximisation can be applied in the 
analysis of choices involving uncertainities as in the analysis of other riskless 
choices. 

Suppose the consumer's incomes from various alternatives involving no risks 
and their respective utilities are given as A f, U(M)\ A/j, U(M i); M>, etc. 

consumer will obviously choose an alternative which yields him an income that 
gives him maximum satisfaction. But when alternatives involving risks are 
taken into consideration, the analysis of ‘choice’ becomes difficult and cumber¬ 
some. Different probabilities for different incomes may be attributed to facilitate 
an easy comparison between those alternatives involving no risks, so that it 
might be possible to identify consumer’s preference. 

Let us assume that A, B and C are the three outcomes involving uncertainties, 
each containing a set of alternative incomes associated with their respective 
probabilities. The consumer may prefer A over B, or B over C or may be in¬ 
different with respect to accepting A or B. Consumer's choice will, obviously be 
influenced by the utility attached to various probability distributions of income. 
We can explain this with the help of an example. 

A is an outcome yielding M\ (=Rs. 100), A/j ( = Rs. 275), and M 3 (=-Rs. 320) 
with l\ ( — 0.2), P> ( — 0.6) and P 3 (0.2) probabilities respectively. Let us attribute 
utilities for the income such as U(M l )=\00 utils, tf(Af») — 200 utils and 
l/(A* 3 )=300 utils. In the above example, 

U'(A) = P l U(M 1 )+P i U(M 2 ) + P 3 U(M 3 ) 

— 0.2 (100)4-0.6 (200)+ 0.2 (300) 

= 200 . 

Similarly, the expected utilities for B and C can be calculated. The consumer s 
behaviour in ranking A over B or C depends upon the expected utilities of A or 
B or C. For example, in outcome A, the consumer has a 50 : 50 chance of 
winning or losing Rs. 100; in B, he has the same chance of winning or losing 
Rs. 200; and in C, he has a 25% chance of winning Rs. 100. a 25% chance of 
winning Rs. 200 and a 25% chance of losing Rs. 100 and a 25% chance of losing 
Rs. 200. If the consumer is indifferent between A or B, it means that U\A) and 
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U\ B) are identical. If he is indifferent among A, B and C, it would mean U (C) 
is equal to U'(A) and U'( B). 
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APPENDIX 


GIFFEN PARADOX 


r PHE conventional law of demand states that the greater the amount to be sold, 
the smaller should be the price—the demand curve is inclined negatively 
throughout the whole of its length. The Giffen paradox conflicts with the 
conventional demand curve, as it recognises the possibility of a positively sloping 
demand curve for wheat. 

Alfred Marshall introduced the Giffen paradox in the third edition of his 
‘Principles’ (1895) as follows: “There are, however, some exceptions. For 
instance, as Mr. Giffen has pointed out a rise in the price of bread makes so 
large a drain on the resources of the poorer labouring families and raises so much 
the marginal utility of money to them, that they are forced to curtail their con¬ 
sumption of meat and the more expensive foods; and bread being still the 
cheapest food which they can get and will take, consume more and not less of 
it (now that its price is high)’*. Marshall hastens to add that “such cases arc 
rare; when they arc met with they must be treated separately’*. Edgeworth 
rejected the paradox on the ground that it was against general experience and 
commonsense. Marshall defended it strongly on the ground that it would hold 
good for moderate variations of price. 

Diagrammatical Representation of the Giffen Paradox 

Giffen paradox demonstrates the fact that there may be a few goods for which 
the negative income effect is so strong that it can outweigh the positive substitu¬ 
tion effect. If this happens individual consumers will buy less of the good when its 
price falls and more of the good when its price rises. A commodity of this kind 
which people demand in smaller quantities when it is cheaper than they do when 
it is dearer is clearly an inferior good. But it is a rather special kind of inferior 
good and is often referred to as a Giffen good. This is illustrated in Fig. A.l 

When the price of X falls so that the consumer moves from equilibrium point 
A to equilibrium point C. the consumer reduces his purchase of X from OX x to 
OXo The consumer buys less of X than he did before (OXg instead of OX x ). 
The’positive substitution effect (X x XJ is swamped by the negative income effect 
{X t X 2 ) and consequently less of X is demanded at a lower price. This type o! 

situation occasionally occurs. ... . 

In Fig. A.2 we have taken rise in price of wheat. The rise in price pusn 
down the price line from PN to PL (to the left). The consumer moves from 
higher /C 2 to lower IC X . The equilibrium point shifts from A to C and the 


Giffen Paradox 209 


consumer demands more of wheat a. a higher price of wheat from OX, to OX,) 
X.X, is the price effect. We may separate the income and substitution effects by 
drawing a new price line (RS) parallel to the price line PL and tangent to /C 2 . 




In Fig. A.2 : 

Substitution Effect =*X x X t (negative) 

Income Effect =XzX z (positive) 

Price Effect = X x X 3 (positive) 

In this case, the positive income effect of a rise in price swamps the negative 
substitutive effect. As a result the rise in price of wheat is followed by an 
increase in demand for wheat. 


Giffen Paradox in terms of revealed Preference Hypothesis 
The Giffen paradox can also be explained in terms of revealed preference 
hypothesis. Let us assume that X is an inferior good for which a rise in income 
lowers the consumption of X. This 
is an example of negative income 
elasticity. If the income effect is so 
weak that it cannot outweigh the 
positive substitution effect, the con¬ 
sumer will puchase more of A' purely 
influenced by the substitution effect. 

If the income effect is so strong that 
it can outweigh the positive substi¬ 
tution effect, the consumer will pur¬ 
chase less of X when its price falls. 

..This is the case of Giffen good. 

These two cases may be illustrated 
in the following diagram (Fig. A.3). 

The initial position of consumer’s 
choice with the price line PL is point 
A having OX x of good X. When 



the price of X falls, budget line shifts upward to PN. 


Fig. a 3 


Consumers’s equilibrium 
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point shifts from Point A to point C. In order to measure the substitution 
effect, the income effect is removed by reducing the income until the consumer 
is able to purchase his original combination of X and Y. As a result, we get the 
budget line KM (dashed line). The consumer now moves from point A to B, 
purchasing more of X (by X\X 3 units) on account of substitution effect. Taking 
into account a weak negative income elasticity the consumer reducts his con¬ 
sumption of X (by X 3 X 2 units) but this is not enough to outweigh the positive 
substitution effect. Hence the consumer purchases more of X (by X\X% units)^ 
due to the fall in price. Point C represents this equilibrium point. 

Under strong negative income elasticity, the consumer will reduce his consump¬ 
tion of A* to a very great extent (by X\X A ) units and the new equilibrium point 
when price falls will be at point C\ This indicates that the negative income 
effect (X 3 X A ) outweighs the positive substitution effect (A',-V 3 ). Thus it may be 
concluded that on the assumption of consumer's consistent behaviour the 
demand curve for any commodity will have negative slope unless the income 
effect is negative and of sufficient magnitude to outweigh (he positive substitu¬ 
tion effect. 
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THE LAW OF DIMINISHING RETURNS 



T HE history of the law of returns is as old as the science of political economy. 

Probably the physiocrats were the first group ot economists to analyse tbc 
law of returns, according to whom agriculture showed the tendency towards in¬ 
creasing returns. This tendency to associate the law of returns with agriculture 
continued with the classical economists —Adam Smith, Ricardo, Malthus, etc. 
However, there was a marked change in the emphasis and instead of physiocrats 
increasing returns, the classical writers associated diminishin * returns with agri¬ 
culture. There was also considerable confusion because they were speaking of 
three different laws of returns. They were preoccupied, of course, with the law of 
diminishing returns. But they were aware that law of increasing returns was 
associated exclusively with manufacturing industries. 

Marshall has in a way explained the great classical law of diminishing returns 
in a most satisfactory manner as follows: “An increase in the capital and labour 
applied in the cultivation of land causes in general a less than proportionate in¬ 
crease in the amount of produce raised, unless it happens io coincide with an 
improvement in the arts of agriculture." The above definition is noteworthy in 
so far as it concentrates attention on agriculture and as such is very near to the 
classical approach, rather than to the modern definition of the law. The classical 
economists thought that the law was peculiar of agriculture and thereby denied 
the universality of the law. It was left to the modern writers to bring out the 
universality of the law. Today, the law is said to apply to all lines of produc¬ 
tion—to primary, secondary and tertiary sectors of the economy. The-only 
pre-requisite for its operation is the presence of the element of scarcity some¬ 
where; scarcity element like land is equally present in labour and capital. 


1. THE LAW OF RETURNS-A GENERAL DISCUSSION 


At the outset, the economists make a distinction between short period and long 
period. The short period refers to the period of time in which the input of 
one or more of productive factors is fixed and cannot be increased or decreased. 
Tnis implies that any increase in output will have to be brought about solely 
through the use of variable factors. For example, if a producer wishes to 
expand output in the short period, he should do so by using more labour and 

«' lh thC CXiStiDg planland C( l ui P mcn «- The long period, on 
the other hand, is defined as a period of time in which all factors of production 
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can be varied. The period is so long that the producer can increase any one or 
all of the factors, in the manner most advantageous to him. In the short run, 
a producer can expand his output by operating his fixed factors more fully but 
o\cr the long period, he may find it convenient and economical to engage more 
of all factor units. 

While analysing the process of production and the closely related costs of 
production it is necessary to have a clear idea of the fixed and variable factors 
or inputs. A fixed factor is that factor which cannot be readily changed when 
market conditions indicate that an immediate change in output is desirable. It 
is, however, important to emphasize that no factor is ever absolutely fixed, no 
matter how short the period of time under consideration. But for the sake of 
analytical simplicity, we assume that some factors are fixed. Buildings, machi¬ 
nery and managerial personnel are examples of inputs which cannot be rapidly 
increased or decreased, these are fixed factors. A variable factor, on the other 
hand, is the input which can be increased almost immediately, in response to a 
demand for additional output. Many types of labour, raw materials, power 
resources, etc. fall in this category. 

We must appreciate two more assumptions which economists make use of, 
while explaining the law of diminishing returns. They assume that all the units 
of the variable factor or factors are homogeneous or identical. Further, they 
assume that the technique of production is the same throughout production; in 
other words, there is no change in the method of production visualised at a 
particular time. 

Statement of the Law of Diminishing Returns 

If one factor is held constant and is perfectly inelastic, and if another factor 
is varied, the total output will increase at an increasing rate in the first instance, 
and then at a diminishing rate. We can state the same tendency in a different 
way. If one factor is fixed and the other is variable, the average and marginal 
outputs will rise upto a certain stage, and then will eventually decline. The 
important points to note arc: 

(a) One of the factors will have to be fixed. Land may be the fixed factor 
in agriculture, while machinery may be fixed in the case of manufacturing 
industries. 

(b) All other factors are variable, that is, can be increased or decreased. 

(c) The total output due to the variable factor will be increasing not at an 
uniform rate, but first at an increasing rate and then at a diminishing rate. 

(d) Both average and marginal products will rise and fall but the marginal 
products will rise as well as fall at a greater rate. 

(e) This tendency is clearly applicable only for the short period, when one o 
the factors is fixed and the others are variable. 


Total Physical Product . 

There are three different concepts of productivity viz., total physical P roducl ; 
average physical product and marginal physical product. Total physical produ 

refersVthe total output of a commodity produced by the combination o 

Jed factor and variable factors. As the number of variable inputs increase 
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fixed factor remaining constant- the total output will increase, but in a dispro¬ 
portionate manner. As an example, let us take the production of cotton on a 
plot of 10 acres, by combining more and more of labour. 


Tabic 15.1 Output of cotton in quintals 
on a 10 acre plot of land 


Number of 
workers 

Total output 
(quintals uf cotton 


1 

10 


2 

22 

U 

3 

36 

3 

X) 

4 

52 

2 

5 

66 

a. 

« 

6 

76 

O 

7 

82 

r— 

8 

85 


9 

85 


10 

83 



90 

80 

70 

80 

50 

40 

30 

20 

10 


/ 


/ 


/ 


/ 


\ 

Total Product 
Curve 


0 1 2 3 4 5 6 7 8 0 10 
Numbers of Workers 
Fig. IS.l 


This is a hypothetical table, showing the different quantities of outputs of a 
land with different units of labour employed. This hypothetical table is illustra¬ 
ted in Fig. 15.1. 

It may be observed from the table and the figure that the total product 
an increases first at increasing rate-from 10 to 22 (/.*., by 12 quintals); from 22 
to 36 (/. e., by 14 quintals), and from 36 to 52 (/. e , by 16 quintals). Later total 
output increases but at a diminishing rate—from 52 to 66 (/. e., by 14 quintals); 
Irom 66 to 76 ( i.e .. by 10 quintals)* and so on. The total product curve first rises 
more rapidly and then more slowly, until it reaches maximum and finally it 
begins to decrease. 


In Fig. 15.1, we have taken one plot of land of 10 acres but combined it with 
more and more units of labour. This is what the economists call as the intensive 
application of land. Instead of this, we can also take different plots of land, 
each of 10 acres, and then combine each plot with different units of labour. For 
example, the first plot is combined with one worker to produce 10 quintals of 
cotton; the second plot is combined with two workers to produce 22 quintals; 
the third plot is combined with three workers to produce 36 quintals; and so on! 
This will be the extensive application of land. But the principle of returns will 
be the same in both cases. 


Average and Marginal Physical Outputs 

Average product refers to the output of one variable unit; it is calculated by 

t by ' he DUmber ° f Variable in P uts If 3 workers produce 

36 quintals of cotton the average output of one workers is 12 quintals; and if 4 

workers produce 52 quintals of cotton, the average output per w^ker is 13 

tdditi^rt P , r 1 ’ ° n ,hC 0,h " hand ' refers to ,he additional output 
t. ... addition to the total output for an additional input. For instance if 2 
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workers produce 22 quintals and if 3 workers produce 36 quintals, the marginal 
worker is the third worker and the marginal output is 14 quintals. Marginal 
worker is the additional worker and marginal output is the addition to the total 
output because of the use of the additional worker. The following hypothetical 
table (prepared from Table 15.1) illustrates average and marginal products: 


Table 15.2 Average and Marginal output of cotton in quintals on a 10 acre plot of land 


Number of 
workers 

Total output 
(in quintals) 

A verage output 
of labour 
tin quintals) 

Marginal output , 

of labour 
(in quintals) 

1 

10 

10 

10 "j 

2 

22 

1* 

** l Stage I 

3 

36 

12 

14 i 

4 

52 

13 

16 J 

5 

66 

13.2 

14 *! 

6 

76 

12.7 

10 l Stage II 

7 

82 

11.7 

6 { 

8 

85 

10.6 

3 J 

9 

85 

9.5 

° \ Stage JII 

10 

83 

8.3 

—2 J 


Table 15.2 and rig. 13.2 illustrate several important icaturcs oi a 
production with a fixed factor. In the first place, both average and marginal 
products first rise, reach a maximum and then decline But the marginal product 
rises at a higher rate and then declines also at a higher rate. In other words, 
marginal product exceeds average product when the latter is rising, equals 
average product when the latter is a maximum and lies below average product, 
when the latter is falling. This relationship between them can be easily under¬ 
stood from the definitions of average and marginal outputs. Marginal output is 
the additional output while the average output is the output for one unit of the 
variable factor. So long as the addition to a total is greater than the previous aver¬ 
age. the average must increase; if the 
addition to the total is less than the 
previous average, the newly comput¬ 
ed average must be less. Therefore, 
since the additional output (marginal 
output) first rises and then declines, 
so also must the average output, and 
the two curves must intersect at the 
point where the average curve 
reaches its maximum. 

A second feature of average and 
marginal products may be noted. 
After a stage, both average and 
marginal outputs decline. Average 
product can decline to zero but it 



Fig. 15.2 


it will not; marginal product, on the other hand, may fall “ r ° ,*“ d 
actually become negative. Ragnar Nurkse and many other econo 
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suggested that the marginal product of agricultural workers in densely populated 
under-developed countries is negative. 


Geometry of Average Physical Product Curve 

From the total product curve in Fig. 15.3 we can calculate average product 
which is total product divided by the number of units of the variable input. 

We find that the average product for OA units of the variable input (workers 
in the figure) is AB/OA; for OC units, 
it is CD/OO, for OE units, it is EFI 
OE and for OG units, it is GH/OG . It 
is clear that average product for any 
point on the total product curve is 
indicated by the slope joining the 
axes (0) with the point in question. 

For instance, average product corres¬ 
ponding to point B \s AB/OA 
this is precisely the slope of the line 
OB. Likewise, the average product 
for total output D will be CD/OC 
which is the slope of the line OD. In 
each case, to obtain average product 
corresponding to a given point on the total product curve we find the slope of 
the line joining the origin with the point in question, or the tangent of the angle 
formed by the abscissa and the origin to the given point on the total product 
curve. Two intersecting points may be noticed from the figure: 

(a) The average product for OC units and OE units of the variable factor will 
be the same because the slopes of OD and OF are the same. 

(b) Average product reaches its maximum at point H since the slope of the line 
OH from the origin is steepest and is just tangent to the total product curve. 



Fig. 15.3 


Geometry of Marginal Physical Product Curve 
By using the total physical product curve we can calculate marginal physical 
product. By definition, marginal product is the addition to the total product as a 

result of an additional unit of the vari¬ 
able input (to a given amount of the 
fixed input). Let the variable input in¬ 
crease from OG to OJ in Fig. 15.4 or 
by the amount GJ{—HI) Total output 
increases from GH to JKi. e., by IK. 
Marginal output is. therefore, KI/HI 
(/. e., Additional output divided by 
additional units of variable input). 
If we assume that the total product 
curve is linear from H to K t then 
Fig. 13.4 KI/HI is given by the slope of HK 

• i: n . n _ a zrtr • In F *S- 15.4 the total product curve 

r aiHK e “ not astr ai ght line. Therefore, the marginal product as 
given by the slope of HK actually overstates the marginal product KI/HI. However, 
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if we take sufficiently small changes in the variable input, the slope of the total 
product curve at any point is a good approximation of marginal product. Now 
the slope of a curve at any point is given by the slope of its tangent at that point. 
Thus the marginal product corresponding to point D in Fig. 15.4 is the slope of 
the line BD which is tangent to the total paoduct curve at point D. In the same 
way, at any point of the total product curve, the slope of the tangent at that 
point will give the marginal product. 

Some interesting points and relationships may be noted in Fig. 15.4. First of 
all, marginal product will be maximum when the slope of the tangent to the 
total product curve is the steepest. In Fig. 15.4 marginal product is a maximum 
when OC units of variable input arc used. This is so because the slope of the 
tangent to the total product curve is steeper at point D than at any other point 
on the total product curve. 

Secondly, it may be noted that the maximum average product is indicated by 
point H (Fig. 15.3 and Fig 15.4) corresponding to the use of OG units of the 
variable input. But the marginal product reaches its maximum at point D of 
the total product curve (Fig. 15.4) corresponding to the use of OC units of the 
variable factor. This shows that the marginal product attains its maximum at a 
lower level of the variable input than does average product. 

Thirdly, it may be noted that the maximum average product is at point H for 
the slope of the line from origin to the total product curve is the steepest. 
Precisely at this point H. we have the marginal product also because the tangent 
to the total product curve (which gives marginal product corresponding to OG 
variable inputs) is the line OH. Therefore, the marginal product equals the 
average product when the latter is at its maximum. 


Total, Average and Marginal Products 

The relationships we have described so far between total product, average 
product and marginal product may be illustrated with the help of Fig. 15.5. Let 

us consider the total product curve 
first. As more units of the variable 


■O 

o 


factor (labour) are combined with 
the fixed factor (land), the total out¬ 
put rises gradually and then rapidly, 
reaching its maximum rate of in¬ 
crease (i. e.. maximum slope) at 
point D. Since the slope of the total 
product curve equals marginal pro¬ 
duct, the maximum slope of the 
total product curve (Point D) corres- 

ponds to the maximum point of the 

Numbers of Workers ™rginal P“> ducl Curve-Point L 

Fig 15 5 lies directly below point D. Even 

after point D, the total product curve continues to rise but the rate of increase 
is decreasing and so its slope is less steep. The marginal product curve, there¬ 
fore, dccl.f's after point L. At point H, the line from the origin is tangent to 
the total product curve and, therefore, this corresponds to the maximum average 





J 



A 

M 




-A.P. 
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product (Point M). At this point, the marginal product is equal to average 
product. It may be observed that point Jit is directly below point If. 

After point H also, the total product curve continues to rise but the rate of 
increase is progressively slow until total product reaches maximum at point /'. 
At this point, the slope of the total product curve is zero. The corresponding 
marginal product is zero. Beyond OQ units of the variable inputs, total output 
will decline and the marginal product will be negative. 

Let us now consider average and marginal product curves. Both arc rising 
but marginal product curve rises at a higher rate than the average product curve. 
The marginal product curve reaches its maximum much earlier than average pro¬ 
duct. After point L the marginal product starts declining, even though average 
product continues to rise. At the maximum point of average product, marginal 
product becomes equal to the former. During the downward phase, both 
average product and marginal product decline but the latter declines at a higher 
rate. Finally marginal product becomes zero and even negative. So long as 
the marginal product is rising average product lies below it; when the marginal 
product is declining the average product lies above it. 

2. THE THREE STAGES OF PRODUCTION AND LEAST COST 
COMBINATION OF FACTORS 


Stage I is characterised by increases in (a) the average product of labour and (/>) 
total product per unit of land. The increase in average product is the same 
thing as increase in efficiency of labour. The total product obtained per unit of 
land also increases in Stage I reflecting increases in the productivity of land. At 
the boundary line between stage I 
and stage II, the efficiency of labour 
is maximum, for the average product 
per unit of labour is highest. 

Stage II is characterised by decrea¬ 
sing average product and marginal 
product of labour. But marginal pro¬ 
duct is positive, and therefore, total 
product continues to rise, though 
by smaller and smaller quantity. As 
larger quantities of labour per unit 
of land arc used, the efficiency 
of labour—the product per worker— 
decreases. However, the efficiency 

of land i. e„ product per uni. of land-continues to rise. At the boundary line 
between stage II and Stage III. marginal product reaches zero and total product 
per unit of land reaches maximum. p UCI 

i'r^r “ ,h 'Jtr 
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Two things may be emphasised here. First, the combination of labour lo land 
which leads to maximum efficiency of labour lies at the boundary line between 
stage one and stage two. Second , the combination of labour to land which leads 
to maximum efficiency of land lies at the boundary line between stage two and 
stage three. 

Which of these three stages is really relevant for the firm which aims at 
maximum economic efficiency or lowest cost per unit of output? Where should 
the producer stop at combining the two factors of production? The answer t*0 
this question will depend upon the prices of the factor units (or costs of these 
factors to the producer). But even this will depend upon the prices of the factor 
units. Suppose land is plentiful but labour is*scarce and. therefore, commands 
some price. The firm will attempt to maximise the product per unit of labour. This 
will be at the boundary line between stage I and II. 

Suppose labour is cheap, while land is a scarce resource which commands a 
price. In this case, the entire cost outlay goes for land and economic efficiency is 
greatest when the ratio of labour to land is such that product of unit per land is 
maximum. This will be at the boundary line between stage II and III. 

On the basis of the two considerations above, stage I is ruled out. Economic 
efficiency increases through stage I. hence the firm should not stop at this stage 
In stage I, increase in the use of land raises both the product per unit of 
labour and product per unit of land. This implies increase in the product 
obtained per unit of expenditure on both land and labour. Hence, the firm will 
move at least to the boundary between stage I and II. Likewise Stage III is also*- 
ruled out. In this stage the product per unit of expenditure on land and on 
labour decreases. Hence, when both resources have costs, the firm should not 
go bevond the boundary line between stage II and stage III. Thus, labour-to 
land ratios of stage I and III are ruled out, under all circumstances. They 
constitute inefficient combinations of the two resources. Hence. Stage II is left 
as the only possible range of relevant ratio ol labour to land. Even within 
stage II, the relevant ratio of labour to land a firm should use will depend upon 
the comparative costs of prices per unit of labour and land. Four propositions 
can be given: • # 

(n) if land is free and labour must be paid, the firm will use the ratio at which 

stage II begins; . 

(6) if labour is free but land must be paid, the firm will use the ratio at which 

stage II ends; 

(c) the less the price of land related to the price of labour, the closer the ratio 
should be to the beginning of stage II; 

(</) the less the price of labour relative to the price of land, the closer the 
ratio should be to the end of stage II. 

* 

3. CAUSES FOR INCREASING AND DIMINISHING RETURNS 
IN THE SHORT PERIOD 


Whenever one input is fixed and the other inputs are increased, total product 
increases, first at an increasing rate and eventually at a diminishing ra e m 
other words, marginal physical product rises reaches a _ ma !"„e 
then declines. What ean be the reasons for this tendency? Why should th 
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be increasing marginal product and eventually diminishing marginal product? 

Let us first explain the factors responsible and the causes leading to the 
increasing marginal returns. In the initial stages, the supply of the fixed factor 
(land in the case of agriculture, capital equipment in the case of manufacture) 
is too large, while the variable factor units are too few. The fixed factor is not 
fully utilised. When the number of the variable factor units is increased and 
combined with the fixed factor, the latter is utilised better and more fully. At 
the same time, there is greater co-operation and a higher degree of specialisation 
between the different units of the variable factors. For instance, if there is only 
one man working on a plot of ten acres, it may be difficult for him to exploit 
the plot in the best possible manner. At the same time, the worker will have to 
undertake various activities such as ploughing, sowing, weeding, irrigating etc., 
all by himself. On the other hand, if the numcr of workers is increased to two, 
three, four and so on, ( a) the plot of ten acres can be better cultivated and ( b) 
there is greater specialisation between the workers, such as. some to look after 
ploughing, some sowing, some weeding and so on. Thus, increasing marginal 
returns are due to better utilisation of the fixed factor and greater efficiency 
arising out of increasing specialisation of the variable factor units. 

It is interesting to observe that, even if the fixed factor is too large, but if it 
can perfectly divisible, then increasing marginal returns will not arise. Instead 
the tendency will be for the appearance of constant marginal returns. In practice, 
however, the fixed factor is indivisible and. therefore, when more of the variable 
factor units are used, the indivisible fixed lactor is better and more fully utilised. 
Increasing marginal returns will continue to arise till the best proportion between 
the fixed and variable factor units is reached 

After the best proportion between the fixed and variable factor units has been 
achieved, the firm will start experiencing diminishing marginal returns, it addi¬ 
tional units of the variable factors are increased. This tendency to eventually 
diminishing marginal returns is due to two reasons: (a) The fixed factor has 
reached its maximum capacity; and ( b) the limit to maximum degree of speciali¬ 
sation has been reached as far as the variable factor units are concerned. Thus, 
increasing returns in the short period are due to greater efficiency, arising out 
of indivisabilities and specialisation; diminishing marginal returns are due to 
increasing inefficiency in production after the maximum capacity of the indivisible 
factor has been reached and the limit to specialisation has been attained. 

Thus, the law of diminishing returns, or more correctly, the law of eventually 
diminishing marginal returns is the result of variable proportions between fixed 
and variable factors and is essentially a short period phenomenon ; it is different 
from the law of returns to scale. 


4 . THE NATURE OF THE LAW OF DIMINISHING RETURNS 

s ° far we have explained the law of diminishing returns. But a little thinking 

Tnd tu t .™ c f nv «t'°nal name of -law of diminishing returns" is vague 

total nntont it Tot , or ''***“ factor units arecombined in different pro portions,X. 

(as also average phvs^ar” 8 ^'^ 8 actually risin 8; the marginal physical outpuL. 
(as also average physical output) may generally rise in the first instance; anV v > 

\ ... oC> 6j . 
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will decline only after a certain stage. Professor Boulding has correctly referred 
to this tendency as the "low of eventually diminishing marginal physical producti¬ 
vity'' For instance, when we increase the number of men on land to a large 
enough number, eventually the addition of more labour will not get any more 
output. When the land reaches the physical limits of its productive capacity, 
the marginal physical productivity of labour will become zero. If we persist in 
adding more men, the marginal physical productivity of labour will become 
negative. As ultimately diminishing returns are bound to appear, the law is 
known as the law of diminishing returns. But as there is possibility of increasing 
returns in the beginning, it is more commonly and correctly called the law of 
eventually diminishing marginal physical productivity. 

Does it mean that this law of diminishing returns is applicable to land only? 
No. The law is a general law applicable to all factors of production. Instead of 
taking a fixed plot of land, as in our example, we can take a fixed quantity of 
capital or of labour. Wherever and whenever factor units are combined with a 
fixed factor unit, the law of eventually diminishing marginal physical returns will 
apply; it cannot be avoided. 

The law of diminishing returns may also be called as the law of variable pro¬ 
portions. Whenever two factor units arc combined, there is one combination 
which may be regarded as the optimum combination or the best proportion 
between the factors. As we start adding a variable input to a fixed quantity of 
the other input, we shall first find that we approach the best proportion. As we 
do so, the additional units of the variable factor, therefore, produce more than 
proportional returns in product; i.e .. the marginal product of the variable factor 
is increasing Soon, however, we reach and then pass, the best proportions. As 
our variable factor is increased from this point, the proportions get worse all 
the time. Consequently, the marginal physical productivity declines and even¬ 
tually, the addition of more of the variable factor actually lessens the product— 
i.e., the marginal physical productivity bccomcN negative. Thus, the law of 
diminishing returns in the sense of diminishing marginal physical productivity 
essentially relates to the problem of the proportions of the inputs used. We shall 
see. in the next chapter, that the problem of increasing, diminishing and constant 
returns to scale has nothing to do with the change in the proportions of the 
input and quantities. 

According to Mrs. Robinson, the law of diminishing returns is just a reflection 
of the fundamental fact that one factor cannot be substituted for another factor; 
in other words, the elasticity of substitution between factors is not infinite. 
Suppose land is a fixed factor, while labour and capital are variable and suppose 
the problem of scarcity of land can be overcome easily. Part of the output can 
be produced with the aid of the fixed factor, land till the optimum proportions 
are reached and then produce additional units of the product by using the factors 
which are found in abundance. As labour and capital can easily substitute for 
land, the total output can be increased permanently by using more of labour 
and capital alone. This, however, is impossible, for the variable factor units of 
labour and capital cannot substitute the fixed factor, land. There is a definite 
limit to the degree to which substitution of one factor for another is possible ; or, 
put in other words, the elasticity of substitution between factors is not infinite. 
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The law of diminishing returns is merely a way of expressing this fact that 
factors of production are not perfectly substitutable. one for the other. This is 
the basic reason for the law of diminishing returns. In the words of Mrs. 
Robinson, “the law of diminishing returns, when the factors of production arc 
defined in a certain way, is merely a matter of logical necessity . Diminishing 
returns are bound to appear so long as one factor is fixed and u cannot be 

substituted by the others. 

(For Reference, see the next chapter.) 
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THE LAW OF RETURNS TO SCALE 





TN the previous chapter we have explained the production function with one 
fixed factor and another variable factor. We have called this production func- 
tion as the law of eventually diminishing marginal physical product or as it is 
commonly called the law of diminishing returns. In this chapter, we shall study 
another production function known as the law of returns according to the scale 
of production. In this case, there is no fixed factor but all factors can be 
increased. As a result the size of the firm increases and the scale of output 
increases too. It may be thought that when all factors are increased by a firm, 
total output will also increase by the same proportion. For instance, if the 
volume of all factors of production is double the total output may be expected 
to be doubled also. This may or may not happen; often it does not happen. The 
way total output behaves to a change in all the factors of production is known 
as tlte law of returns according to scale of production. According to this law, when 
all factor units are increased, total product may increase at an increasing rate, 
later at a constant rate and finally at a diminishing rate-these three tendencies 
have come to be known as “increasing returns to scale',“constant returns to scale* 
and “diminishing returns to scale**. These three aspects, are not three different 
laws of returns to scale, but they are three aspects of one and the same law. 

1. PRODUCTION FUNCTION-TWO VARIABLE FACTORS 


Given technical conditions, the use of a certain amount of two or more inputs 
will result in the production of a certain amount of output of a commodity. 
This production relationship or production function is expressed as follows: 
/>=/(*,, x 2 , x 3 .x„), in which P is thc q uanlil y produced at a given time 

and xi x 2 etc. are quantities of different inputs. 

Table 16.1 shows various hypothetical combinations of capital and labour 
which will enable a firm to produce 1000 units of a commodity. 

Table 16.1 : Production with Two Variable Inputs_ 


Units of capital 


Units of labour 


Output (units) 


10 

7 

5 

4 


10 

20 

30 

40 


1.000 

1.000 

1,000 

1.000 
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10 20 30 40 50 

Units of Labour 
Fig. 16.1 


This hypothetical Table 16-1 shows clearly that an output of 1000 units of a 
commodity can be produced either by 10 units of capital and 10 units of labour, 
or 7 units of capital and 20 units of 
labour, or by any of the combina- jq 

tions mentioned above. All combi* \ 

nations are equally suitable as all of 10- 

them can produce the same output. _ 9- V 
Table 16.1 is illustrated in Fig. 16.1. .j? 8‘ \ 

In Fig. 16.1 the two axes measure Q 7--- 

the quantities of inputs (labour and 6 ''v 

capital) and the curve IQ shows the ® 5 - B 

different combinations that can be 4 "——- 

used to produce 1000 units of out- ^ 

put. Each point on the curve (R, R lt 2* 1000 Units 

R 2 and R*) show a capital-labour 1 

combination that can produce 1000 q -^—4---,- 

units of output. For example, point . 40 50 

R indicates a combination of 10 units Units of Labour 

of capital and 10 units of labour; F,g 14,1 

point R, represents a combination of 7 units of capital and 20 units of labour; and 
so on. But all the combinations of inputs represent the same output and the firm 
can use any one of the combinations to produce the output of 1000 units. The 
indifference curve in Fig. 16.1 is known as equal product curve or an iso quant 
curve (/. e. t iso=equal; quant = quantity). H 

The Principle of Diminishing Marginal Rate of Technical Substitution 

otion'Ts Wi K m ° re ,han ° ne variable assum¬ 

ption is that the different combmations of inputs can produce a given level of 

/Q, output. In other words, one input 

\ can be substituted for another and 

T\ maintain a constant level of output. 

— Similar to the marginal rate of sub¬ 
'll c. _stitution in consumption(indifference 

O _7\P curves), we speak of marginal rate 

7f /Tv of lcchnical substitution between any 

2 / / lwo ^ ac,ors - The rate of technical 

c / / yv substitution refers to the rate at 

// T 1% ^^1000 which °"e input must be substituted 

// Unhs for anolhcr » m order to keep output 

VL _L_J _ constant. 

^ LfLt " ** In Fig. 16.2, B and D are two com- 

Units of Labour binations of capital and labour which 

Fig. 16 2 produce the output of 1000 units. B 

capital and OL, of labour and »___ l?™**!* lhc ‘^nation of OC x of 


C ‘ 

2 C, 
o 


1000 

Unhs 


Lf 

Units of Labour 
Fig. 16.2 
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of OB=OC x jOL x . At point D t the capital-output ratio is given by the slope of 
OD=OC 2 IOL z . As one moves from B to D, the same output is produced with 
more labour but less capital—/. e. t labour can be substituted for capital and vice 
versa. How much should be the rate of substitution? 

In Fig. 16.2 the rate at which labour can be substituted for capital over the 
arc BD is given by the formula 


OCi-OC t Bl : 

OL x -OL * ED' 

In other words, the rate of substitution is the change in the use of capital (BE) 
divided by the change in the use of labour (ED). This is also shown by the 
slope of curvilinear angle BDE. If B and D are sufficiently close to each other— 
so close that the two points become the same -the rate of technical substitution 
is given by the slope of the tangent at point B. Thus the slope of the equal- 
product curve gives the marginal rate of technical substitution at that point. 

We can also define the marginal rate of technical substitution of labour for 

capital as the ratio of the 
marginal product of labour to 
the marginal product of capital. 
We can show this with the help 
of Fig. 16.3. 

In Fig. 16.3 there are two 
indifference curve?, viz. IQ and 
IQ X representing outputs of 
800 units and 1000 units. The 
lower output may also be 
designed as Q and the higher 
outputs as Q x . The combina¬ 
tion of OC x +OL x can produce 
output Q\ suppose units of 
labour are held constant but 
the units of capital are incrcas- 
Fig 163 ed from OC x to OC x . The 

additional unit of capital C,,C enables the firm to produce a larger output Gt- 
Now 

Addiiional capital = C, C* 

Additional output=0 !—Q (1000— 800) 

Q*-Q 

marginal product of capital— q 

= 2c2 (as C, Ct=BE) 

DC 

Likewise, we can calculate the marginal product of labour. F°r".ispurpo«. 
let us keep capita, intact at OC and increase the untts of labourused from 'OU 
to OU The combination of OC,+OL, is on tso-quan, IQ (MO Mb* » 
combination of OC. + Ois enables the firm to move to .so-quant IQ, (1000 ) 



The Law of Returns to Scale 227 


Additional labour — L\ L-> 
Additional output = (?,-(? 


marginal product of labour= 


QvzQ 
L t U 


= 2 ^ (as L < U ~ ED) 


The marginal product of labour to that of capital is given as 

Pi P . P» P 

ED : BE 


P.-P M 
1-0 Q>-V 


BE 

**• ED 

Now BEjED is the same as the marginal rate of technical substitution of 
labour for capital. We can. therefore, conclude that the marginal rate of techni¬ 
cal substitution of labour for capiial is equal to the rutio of the marginal product 
of labour to the marginal product of capital. 

The marginal rale of technical substitution of labour for capital diminishes as 
more and more labour is substituted for capital. We can explain this fact easily. 
Let us first consider the productivity of labour uhen more of it is used. As 
more of labour is used, the marginal product of labour diminishes. This is a 
shift along the marginal product curve. At the same time, as the amount of 
capital is reduced. labour will have less of capital to work with and. conse¬ 
quently, the marginal product curve of labour will be pushed down. Thus, as 
more and more units of labour arc substituted for capital, the marginal product 
of labour must decline. Precisely for the same reasons —but in the reverse 
direction—the marginal product of capital should rise, when less and less units 
of capital are used. Thus, we have two opposite forces when labour is substi¬ 
tuted for capital—(a) marginal product of labour is falling, and (b) the marginal 
product of capital is rising. Both arc the result of a decrease in the capital- 
labour ratio. Hence the marginal rate of technical substitution of labour for 
capital declines as labour is substituted for capital so as to maintain a constant 
level of output. It is because of the principle of diminishing marginal rate of 
technical substitution that the equal-product curve is convex from the origin of 
the axes. This will be clear from Table 16.1 and Fig. 16.1. The following table 
is an elaboration of Table 16.1. 


_ Table 16.1 Production with Two Variable Inputs 

Units of Capital Units of labour Rate of technical substitution of labour for Capital 
10 10 

7 20 


5 


30 


4 


40 


10 : 3 
to ; 2 

10 : l 
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It is clear that the rate of technical substitution of labour for capital dimini¬ 
shes. For the sake of emphasis three points may be mentioned: 

(а) An iso-quant or equal product curve represents different combinations of 
two variable inputs physically capable of producing a given level of output. 

(б) As one input is substituted for another, on the same iso-quant, the margi¬ 
nal rate of technical substitution declines. 

(c) Iso-quants are convex from the point of origin of the axes (or concave 
from above) to satisfy the principle of diminishing marginal rate of technical 
substitution. 


An Iso-quant Map 

A producer may not have one iso-quant but many iso-quants possible for him. 
He may be able to produce 1000 units, 2000 units, 3000 units, and so on. Each 
w iso-quant represents different 

combinations of two variable 
inputs which are capable of 
producing a given output. Fig. 
16.4 represents an iso-quant 
map. 

In Fig. 16.4 IQ 0 represents 
1000 units of output; IQz re¬ 
presents 2000 units of output; 
and so on. 

A straight line from the 
origin, such as OADD shows a 
constant capital-labour input 
ratio. For example, at points 
A, B and D, 1000. 2000 and 
3000 units of output are pro¬ 
duced at the capital-labour in¬ 
put ratio of OCJCL^OCzlOLz^OCtlOL,. In the same way, the line OA'B'D' 
shows also a constant capital-labour input ratio. For instance, L i A , IOL i -- 
L B'lOL b = L b D'\OL t . The slope of the line from the origin to the iso quant is 
the capital-labour input ratio. It is important to note here that on the same iso¬ 
quant, the level of output remains unchanged but the capital-labour input ratio 
declines continuously when one moves from the left to the right. On the other 
hand, along the line OABD or OA'BD'. levels of output change but the capital- 
labour input ratio remains constant or unchanged. 

Production Function with fixed Proportions 

In the above analysis, we have assumed that units of two factors can be 
changed so as to produce a given output. But sometimes, there may be hxeo 
proportions of two factors necessary to produce a given output. Suppose a 

specified output can be produced by one and only combination of inputs, we 
have an example of production function subject to fixed proportions Suppose 
capital and labour must be used in the fixed ratio of 1 : 5 i. e.. 1 unit of capita! 
and 5 units of labour are used to produce say 1000 units of a commodity. 
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Naturally 2 units of capital and 10 units of labour can produce 2000 units of 

output 3 uni“s of capital and , 5 units of labour can produce 3000 un.ts of output; 


Consider JQ X representing 
of 1 unit of capital and 5 


.r 

a 

CO 

O 


3n 


o 

~ 2 

‘E 

3 

1 


IQs 


IQ 


IQi 


A 


3000 


2000 


and so on. This is shown in Fig. 16.5. 

In Fig. 16.5. each iso quant has a right angle. 

1000 units of output. It shows that a combination 
units of labour can produce 1000 
units of output. This output cannot y 

be produced by any other combina¬ 
tion of capital and labour. If labour 
is increased keeping the units of 
capital constant, or if capital is in¬ 
creased, keeping the units of labour 
fixed, no additional output can be 
obtained. In other words, beyond 
the fixed proportion of capital and 
labour, productivity of additional 
units (/.*., marginal productivity) of 
either capital or of labour will be 
zero. On the other hand, if the two 
inputs are doubled or trebled, the 
output will also be doubled. The 
line OA represents the capital-labour 
input ratio; as usual the slope indi¬ 
cates that the ratio is constant. 

The above example is an extremely limiting case. In practice, it is possible 
that there may be three or four alternative fixed proportions of inputs which 
may produce a given output. For instance, an output of 1000 units may to 
produced by 4 fixed combinations of capital and labour as follows: 


1000 


10 15 20 

Units of Labour 

Fig. 16.5 


Table 16.2 : Production when many fixed : proportion combinations are available 


Units of 

Capital 

Units of 

Labour 

Units of 
Output 

10 

5 

1000 

8 

10 

1000 

5 

20 

1000 

3 

30 

1000 
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Table 16 3 is illustrated in Fig. 16.6. It is interesting to observe that the 

curve A BCD may look like an equal 
product curve but it is not so. For, 
there are no combinations between 
A, B, C and D which will produce 
the given output. An equal product 
curve, on the other hand, is continu¬ 
ous. based on the assumption that 
the two factors are sufficiently divisi¬ 
ble and that given output can be 
produced by any one of many com¬ 
binations. This may not be so in 
practice; still we use smooth iso¬ 
quants. 

Fig. 16.6 

2. LEAST-COST COMBINATION OF FACTORS 

So far we have explained the production function in terms of one variable input 
or two variable inputs but we have not shown the optimum combination of factor 
units. In order to determine the best output and the best combination of capi¬ 
tal and labour to produce that output, we should know the amount of finance 
available to the producer to spend 
on the inputs and also the prices of 
the inputs. Suppose the producer 
has, at his disposal, Rs. 10,000 for 
the two inputs, capital and labour. 

Suppose further the prices of the 
two factors are Rs. I,0u0 per unit of 
capital and Rs. 200 per unit of 
labour. The firm will have three 
alternative possibilities before it: 

(a) to spend the amount of money 
only on capital and secure 10 units 
of it; or 

( b) to spend the amount only on 
labour and secure 50 units of labour; or 

(c) to spend the amount partly on capital and partly on labour. 

These three alternative possibilities are illustrated in Fig. 16.7. 

Line AB shows maximum possibilities of labour and capital available to the 
firm which cannot choose any combination beyond this line, nor will it choose 
any combination below this line. AB is known as the factor-price line or cost 
outlay line or iso cost line It is iso-cost line because it represents various com¬ 
binations of inputs that may be purchased for the given amount of money 
allotted. The slope of AB shows the price ratio of capital and labour,/, e. I .o. 
By combining the iso-quants and the factor-price line, we can find out tne 
optimum combination of factors. Fig. 16.8 Illustrates this point. 


Y 



Fig 16.7 



0 5 10 15 20 25 30 


Units of Labour 
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In Fig. 16.8 equal product curves /(?,. IQz and IQ, represent outputs of 1000 
units, 2000 units and 3000 units respectively AB is the factor-price Jine. Ai» P°» 

Ti the factor price line is tangent to iso-quant IQ representing ^ un.ts of 
of output. Point T x indicates the maximum amount of capital and labour which 
the firm will combine to produce 2000 units of output. Iso-quant IQ, falls out¬ 
side the factor-price line AB and. iherefore, cannot be chosen by the firm^ On 
the other hand, iso-quant !Q X will not be preferred by the firm, even though 


IQ? tQ 3 



Li 

Units of Labour 
Fig. 16.8 


R and S fall within the factor- 
price line. Points R and 5 arc not 
suitable because output can be in¬ 
creased without increasing additional 
cost by the selection of more appro¬ 
priate input combination. Point T\. 
therefore, is the ideal combination 
which maximises output; it is the 
point at which the firm is in equili¬ 
brium. 

What does the point of tangency 
tell us? At that point, the slope of 
the factor price line AB and the 
slope of the iso-quant IQ 2 are equal. 

The slope of the factor-price line 
reflects the ratio of prices of the two 
factors viz., capital and labour. The slope of the iso-quant reflects the marginal 
rate of technical substitution. At point 7\ the ratio of prices of capital and labour 
is equal to the marginal rate of technical substitution. The condition of optimal 
combination is, therefore, given by the equality of the ratio of prices between any 
two factors and the rate of technical substitution between them. This is the point 
at which the firm is able to produce maximum quantity and at minimum cost. 

Every firm, interested in maximising output or minimising cost must, therefore, 
consider ( a ) factor-price ratio which tells the firm the rate at which it can sub¬ 
stitute one factor for another in purchasing, and (h) the marginal rate of 
technical substitution which tells the firm the rate at which it can substitute one 
factor for another in production. So long as the two are not equal, a firm 
can achieve either a greater output or a lower cost by moving in the direction of 
equality. 

Effect of Changes in the Price of an Input 

Our analysis of firm’s production equilibrium is based on the assumption that 
the prices of the inputs remain constant. Suppose the price of one input rises— 
say the price of labour goes up-the price of capital remaining constant and 
the amount 01 resources available to the firm also remaining constant. Fig. 16 9 
is based on the following data: 


1. Resources with the firm for two inputs 

2. Price of a unit of capital 

3. Price of a unit of labour (original) 

(New price) 


Rs. 10,000 (constant) 
Rs. 1000 (constant) 
Rs. 200 
Rs. 250 
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Before the rise in the price of labour, the slope of the factor price line shows 
a ratio of 1 : 5 (i. e. 1 unit of capital=5 units of labour) and is given by the line 
AB. After the rise in the price of labour the price ratio of capital and labour 
is 1 : 4 (/. e. [ unit of capital =4 units of labour) and is given by the slope of 
the new price line AB X . The rise in the price of labour shifts the factor-price 
line leftward. The original equilibrium position is indicated by point T on iso¬ 
quant OQ >; and OL x amount of labour is used by the firm The new equilibrium 



Units of Labour 


position is shown by R on a 
lower iso-quant OQ x \ and OL 2 
units of labour are used now. 
A higher price of labour, 
therefore, has reduced the use 
of labour from OL x to OL%— 
i. e. t a reduction of L x L 2 unit! 
of labour. This may be called 
as the price effect on the use 
of labour. This efTect is partly 
due to the substitution effect— 
the costly input, labour, being 
substituted by a relatively 
cheaper input, capital—and 


Fig. 16 9 


partly due to output effect i.e. t 


lower use of an input as less output is being produced). In a summary form: 


/* 


Total Price Effect on the=Substitution Effect + Output 
demand for an input Effect 


It is easy to isolate the substitution effect from the output effect by drawing 
a fictitious factor-price line which will be tangent to the old output curve but at 
the new price of labour. This 
is shown by line A\B 2 in Fig. 16.10 
which is the same as Fig. 16.9 except _ 
that is also drawn. The new 2 
price line >4,2*2 shows that the rise S 
in the price of labour has been com- 
pensated by an increase in expendi- ° 
ture sufficient to maintain the old ? 
level of output. The new fictitious 3 
equilibrium position is reached at 
point S. The upward movement 
from T to S is substitution effect; 
this is in favour of capital and 
against labour. The movement from Units of Labour 

S to R is the output effect, this shows Fig. 16.10 

that less output would be produced 

and consequently less number of units of labour will be used. In terms of the use 
of labour (on the OAf-axis) L\L« is total price effect; of this, LiL$ is the 
substitution effect and is the output effect. In a summary form: 
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Total price effect on the use=Substitution Effect + Output 
of labour Effect 

L\Li.~L\L^-\ LjLo 


The Concept of Elasticity of Substitution. Suppose, the relative prices change 
and one of the factors, labour, becomes relatively cheaper than the other factor, 
viz. capital. A change in the price of one factor, the price of the others 
remaining unchanged will necessitate a readjustment of factor proportions. 
For the change in price ratios will destroy the equality of price ratios and the 
rate of substitution. But this readjustment of factor proportions—/.e., how 
much more of the cheaper factor will substitute how much of the cosily 
factor—will depend upon what is known as elasticity of substitution between two 
factors. 

By elasticity of substitution between any two factors, we mean the relative 
extent to which one factor will be replaced by another in response to a change 
in their relative prices. For example if wages fall, the producer will substitute 
labour for capital. How fast and how much will he be able to substitute labour 
for capital will naturally depend upon the marginal rate of technical substitution 
between the factors and the change in prices. 

If two factors are perfect substitutes, production can be carried through either 
of the two factors or through only one of them, in fact, increase in one factor 
will be accompanied by a constant decrease of the other. Hence the marginal 
rate of substitution between two factors which are perfect substitutes will be 


constant or uniform, and therefore, the fall in the price of one of the factors 
will induce the producer to substitute the costly factor completely by the cheaper 
factor; in such a case elasticity of substitution between the two factors is infinity. 
On the other hand, suppose two factors of production arc complementary, in the 
sense, that both have to be used in fixed proportions to produce a given output. 
The marginal rate of substitution between perfectly complementary factors is 
said to be infinite—for, production is impossible by substitution of one of the 
factors by another, since both the factors have to be combined to produce a 
given output. In such a case, a fall in the relative price of one commodity 
cannot lead to any substitution and. therefore, elasticity of substitution is zero 
(for, even whenthepnceofoneofthcfactorsfalls.it will not be possible to 
substitute the cheaper factor for the dearer one). 

Between these two extremes lie the most common types of marginal rates of 
technical substitution. If marginal rate of substitution declines slowly elasticity 
of substitution between the two factors will be great; if marginal rate of substitu¬ 
tion declines rapidly, elasticity of substitution will be low 

We can summarise this section of the chapter as follows: 

(1) Every producer should be careful in combining factors of production if he 

7» T^ToHeTt^ 77 ° U,PUI Wi * h ' he ,eaSl C0S ‘ -^nation ’ 

(2) Thtbtstor least cost combination of factors is indicated by the eaualitv 

° r “ d - »-«*»' »■’ 

(3) The best combination is disturbed when th* .• 
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upon the elasticity of substitution between the two factors which in turn depends 
upon the marginal rate of technical substitution. 

(4) Between any two factors which are perfect substitutes for each other, the 
marginal rate of technical substitution is constant or uniform and hence elasticity 
of substitution is infinite. 

(5) Between any two factors which are perfect complementaries, the elasticity 
of substitution is zero. 

(6) In all other cases, in which the marginal rate of technical substitution 
ranges between infinity and zero, elasticity of substitution will be high or low, 
according to circumstances. 

3. CAUSES FOR THE SCALE OF PRODUCTION 

When all factors are increased, the size of production or scale of output increases. 
When the firms expand their size of production, they secure some advantages or 
economies of production, which are collectively known as internal economies. 
Internal economies are those advantages which are special to each firm. They 
depend solely upon the size of the firm and will be different for different firms. 
For instance, one firm will enjoy the advantages of good management, another 
may have the advantages of more up-to-date machinery, and so on. External 
economies, on the other hand, are those advantages of production, which are 
general and common to all the firms in an industry. When an industry is localised 
it usually gets the services of better transportation and communication, banking 
and financial advantages etc. These advantages will arise for the industry as a 
whole and arc due to its concentration in one area and have nothing to do with 
the size of individual firms. 

Thus, when the firm expands its size of production and when a number of 
firms get established and the industry localised, there are internal and external 
economics of production which bring about increasing returns. “Economies of 
Scale” are based on the assumption that when all the factors engaged in an 
industry arc increased by a certain percentage, the total output may increase 
by a greater percentage. It may not, however, be thought that all factors should 
be increased by the same percentage, though this is clearly possible and can 
be achieved. However, in practice, some factors can be increased at a far greater 
rate than others. For instance, in most western countries the increase in capital 
has been far more rapid than that of labour. 

Internal economies which a firm gets are due to two factors— viz., indivisibili¬ 
ties and specialisation. 

Indivisibilities 

In many lines of production, machinery and other factor units are so large 
that they cannot be divided into smaller units, or if they are divided, there will 
be either complete loss of usefulness in production or partial loss in efficiency. 
Such factors are known as indivisible factors. These indivisible factors can 
produce smaller or larger quantity, almost with the same amount of expenditure. 
The indivisibility element may relate to plant or machinery, management, market¬ 
ing, finance and even research and advertisement. It is on account of mdiv.si- 
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bilities that a large-scale firm commands a big advantage over the smaller ones. 
If each unit is perfectly divisible, it would have been quite possible to produce 
even the smallest output with all the advantages of a large scale firm. 

Let us take the case of certain types of capital equipment. They will have 
to be of a certain minimum size in order to do their job and upto a point the 
bigger they are the more efficient they would be. Suppose, the smallest size of 
an automobile plant available has the capacity to produce 100,000 cars in a 
year but suppose the actual demand is only for 20,000 cars. Even to produce 
20,000 cars, it is necessary to install the smallest sized plant which is capable of 
producing 100,000 cars. The entire cost of the plant will be spread over the 
actual production of 20,000 cars. But suppose the need for cars can be increased 
in the country. Then, with the same plant, it is possible to increase the output 
upto 100,000 without any additional expenditure on the plant. In other words, 
the entire cost on the plant can now be spread over a large volume of goods 
and thus reduce the cost per unit. This ad\antage of machinery and plant to 
produce larger quantities may be known as technical economics. Technical econo¬ 
mies arise from the greater efficiency of larger capital goods and carrying out 
within the same establishment of a number of successive stages in the process of 
production. It may also be noted that larger machines require less material per 
unit of output than smaller machines, and they likewise require less labour for 
their construction. 

Indivisibilities can be associated with labour too. Labour units are not com¬ 
pletely divisible. One operator may be required for each machine regardless of 
size. For instance, a bus will require a driver and a conductor whether there are 
10 passengers or 50 passengers inside the bus. Likewise, a goods train will 
require the services of one driver, regardless of the tonnage of the train. There 
is no way of using a fraction of a driver in an almost empty bus or in a train of 
light tonnage. 

One way to utilise the services of an employee will be to make him do a 
number of different jobs. The manager of the firm can look after production, 
sales, finance, etc. A clerk can be a receptionist and typist too. A telephone 
operator may be asked to perform the duties of a stenographer. But then apart 
from difficulties in performing different jobs, the efficiency of a person cannot be 
maximised, when he is utilised in different types of occupations. In any type of 
business, it is difficult to utilise each worker, from the manager down to the 
chowkidar, to the maximum of his productivity at all times. As the firm grows, 
the percentage of labour time not utilised should fall, if management policies 
are effective. 

Indivisibilities are also encountered in financing, advertising and research 
work. The floating of a debenture is, to a large extent, independent of the size 
of the issue and, hence, the larger the amount to be raised, the smaller will be 
the cost involved. Again, there is also difficulty in the financing of small-scale 
units. Many investors may refuse to subscribe to the debentures floated by 
small companies. Again advertising on a small-scale basis is relatively less 

■nil 8 ^ ai1 ° n a * arge ' sca,c bas * s - Moreover the advertisment space and expense 
w 1 be the same whether a large firm undertakes it or small firm undertakes 
ll ‘ Research activities cannot be carried on effectively on a small-scale basis. 
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Specialisation 

Another cause—actually closely related to the former—is the advantage 
offered by specialisation. In very small businesses, workers have to perform 
a wide variety of tasks. Obviously efficiency of workers cannot be high. On 
the other hand, when the size of a firm expands, each employer can be used 
in a relatively specialised job and consequent increase in output per worker. 
The advantages of specialisation of labour have already been explained. The 
most important advantages include the greater skill and dexterity acquired 
through specialisation, the avoidance of waste of time in shifting from one task 
to another, the employment of persons best suited to the particular types of 
work, etc. 

This results in the usual advantages instead of one official handling half a 
dozen jobs, as in a small enterprise, there would be different experts handling 
different jobs—the personnel manager, the sales manager, the advertisement 
manager and so on. Over all of them is the general manager to supervise and 
bring about the necessasy co-ordination. Each one is specialised and trained and 
must have plenty of experience in the line. 

Similarly, when a firm expands its size or scale of operations, it becomes 
possible to replace non-spccialised equipment which is capable of performing 
a number of tasks by specialised equipment designed for various specific opera¬ 
tions with consequent increase in output per unit of input. 

A large increase in the scale of an industry may result in a separation of 
processes. Instead of one small firm doing many processes, there will be specialised 
firms. For instance, in the case of cotton textile industry, there may be firms 
doing only ginning, others doing only spinning, yet others specialising in weaving, 
others dying, and so on. Joan Robinson speaks of this type of specialisation as 
vertical disintegration.* 

Internal Economics of Large-Scale Production 

We have described above that a large firm—or when a small firm expands to 
a large size—gets the advantages of indivisibilities and specialisation. These 
two factors lead to certain economies or elements of cost reduction, which we 
have already characterised as internal economies. These economies may be con¬ 
veniently divided into technical economies, managerial economies, marketing 
economies, financial economies and survival economies. We shall explain each 
one of them in some detail. 

Technical economies. The economies arise from the greater efficiency of larger 
capital equipment which large firms can afford to have. A large firm will be 
able to employ the right type of machinery or different types of specialised 
machinery. The high cost of such machinery may prohibit a small firm from 
installing them. A large firm on the other hand, cao afford to employ such 
costly machinery since the cost of the machinery can be spread out over a large 
■.olume of output. In spite of the high fixed costs of the plants used, the unit 

Vertical disintegration implies the separation of an industry into a series of processes each 
of which is carried on by separate firms. 
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cost of production will tend to be lower. Thus, the large-scale firm enjoys the 
economies of. superior technique. 

Another technical economy lies in the mechanical advantage of using large 
machines. Large machines require less labour for their construction and is 
generally cheaper to operate as compared to a small one. It is more economical 
and cheaper to carry weight in a large ship rather than a small one. The mecha¬ 
nical advantages in using large machines may be characterised as economies of 
increased dimensions. 

Another way by which technical economies may be received is when a large 

firm is able to carry through division of labour or specialisation to the maximum 
possible extent. Not only specialised machinery is utilised but the division of 
labour is carried to the most desirable extent. It employs high salaried specialists 
for doing particular processes. These technical economies may be known as 
economies of specialisation. 

Technical economies may also be associated when the large firm is able to 
utilise all its waste materials for the development of by-product industries. On 
the other hand, a small firm may not be able to utilise its small amount of waste 
materials. Thus, a large firm is said to enjoy the economy of the use of by¬ 
products. 

Finally, certain technical economies consist in the advantages available to a 
large firm in performing a number of linked processes. A small firm has to 
depend on others for the supply of essential raw materials or semi-finished pro¬ 
ducts. This dependence of the small firms on others may prove costly as well 
as inconvenient at many times There can be irregularity as well as uncertainty 
in supplies and prices. The large firm can always avoid all these difficulties by 
undertaking various processes from the raw material stage to the final finished 
products stage and even the distribution stage. It is well-known that a large 
iron and steel plant can have its own coal and manganese mines, its own trans¬ 
port system and distributing agencies The large firm thus enjoys the economies 
of linked processes. 

Thus, the large scale firm enjoys internal technical economics which may be of 
various types—economies of superior technique, economies of increased dimen¬ 
sions, economies of specialisation, economies in the use of by-products and 
economics of linked processes. 


Managerial economies. The second type of internal economies to scale may be 
known as managerial economies. These economies arise due to better and more 
elaborate management which only the large-sized firm can afford to have. In a 
small firm, the owner-manager will have to look after all aspects of the business 
and will have neither ability nor time to concentrate on questions of policy. On 
the other hand, in a large firm, the entrepreneur may concentrate on fundamental 
problems of policy-making leaving details to highly qualified and highly paid 
officails. Besides, the large firm can engage really qualified persons lo look after 
production, accounts, sales, personnel, advertisement, etc. In other words it can 
secure the advantages of functional specialisation. 

Marketing economies. These economies constitute the third type of internal 
economies. As the firm expands m size, it is able to buy raw materials and stores 
cheaply because it buys m large quantities and regularly. A large firm will be 
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able 10 secure special concessional rates from transport companies, or it may be 
able to set up its own transport system. It can also sell its finished product in 
a regular and smooth fashion, because it has established name and fame through 
regular propaganda and ad\ertisement The large firm can also ha\e its own 
sales agency. Above all, the large firm generally has a separate marketing de¬ 
partment, manned by experts who keep records of market trends and attempt to 
forecast future market trends correctly, and who buy and sell on behalf of the 
firm and so on. The marketing department can make mistakes —and its mistakes 
may prove very costly indeed—but generally it can function far more effectively 
than that of the manager of a small firm who also acts as marketing specialist 
for the firm. Thus, both in bu>ing and selling, the large firm secures certain 
advantages—known as marketing or commercial economies—and is, therefore, 
better off than a small firm. 

Financial economies. Fourthly, the expanding firm secures financial economies. 
The large firm will be able to secure the necessary finances—either for block 
capital purposes or for working capital needs—more easily and cheaply. The 
large firm can float debentures and get them subscribed by the general public. 
It can borrow from the banks and other financial institutions on relatively 
cheaper rates. The small firm will not have the opportunity of getting its 
shares or debentures subscribed by the public and can secure bank accommoda¬ 
tion only at high interest rates. Thus, with the expansion in the scale of pro¬ 
duction, a firm gets internal financial economies. 

Risk and survival economies. Finally, the large-scale firm secures certain 
economies variously known as survival economies or risk economies. Every firm 
has to face general and particular risks to us existence. General risks may be 
due to a general business depression when incomes decline and demand for all 
goods declines. Particular risks may refer to market fluctuations for only one 
product. Now, in the face of general and particular risks, small firms with very 
little of resources and serving small areas lose easily and go into liquidation. 
At the same time, it is very difficult for a small firm to take risks and introduce 
anything new. On the other hand, a large firm has plenty of financial resources 
and produces many varieties and serves wider areas. It is, therefore, able to 
absorb both major and minor shocks. Thus, a large firm enjo>$ risk-taking 
economies which are denied to smaller ones. 

Thus, a large-scale firm or a firm which is gradually expanding to a large size 
over a long period of time, will be to secure internal economies of production. 
These are advantages of production, special to each firm. As a result of these 
economies, the firm is able to experience increasing returns or diminishing cost 
of production. 

External Economies of Production 

When many firms expand in a particular area—/, e., when the industry grows— 
they secure a number of advantage which are known as external economies. 
They refer to the several methods of cost reduction which can be described as 
the function of growth. All firms participate in these benefits. These advantages 
will arise whether the industry consists of a few large firms or many small firms. 
Individua firms are not responsible for these external economies. It is also 
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possible tha, economies which are internal to one firm may be regarded as 
external to other firms in the same industry or allied industry. f • 

The simplest case of an external economy arises when the production function 

of a firm contains as an implicit variable the output of the industry A good 
example is that of coal mines in a locality. The greater the amount of water 

which a coal mine pumps out. the less will the remaining mines need remove. 

One of the important external economics refers to belter transportation and 
communication which may be available when all firms expand in a region. On 
the one hand, the government may provide better facilities for transportation 
and communication. On the other, with the expansion of the volume of traffic, 
the railways and roadways will be able to carry large volume of goods and at 


cheaper rates. 

Provision of better and more adequate source of power can be available when 
firms expand in a particular area. The cost of electricity can be lower as electri¬ 
city is produced on a large scale. 

Again a number of new firms will arise which will be able to supply goods and 
materials to the main industry or which will be able to make use of the buy- 
products and wastes of the main industry. For instance, if a number of sugar 
mills are located in a region, it is possible for a machine tool industry to come 
up with the main objective of producing machinery and spares for the sugar 
industry in the region. Likewise, a new firm can come into existence to use 
molasses (a by-product of sugar industry) to produce spirit. In this way. all 
firms will be able to get the services of a machine tool industry or that which 
uses by-products. 

Further, a general expansion of an industry which is localised in an area may 
lead to the rise of banking and-other financial institutions which may specialise 
in lending to the particular industry. These institutions can make available 
adequate funds and at competitive rates of interest. Another case of external 
economy is establishment of technical and engineering schools, improvement of 
general education, better housing and public health facilities and so on. Thus, 
with the general expansion of industry, economics of production arise which 
have the effect of increased production or lowering of costs. 

Relation between internal and external economies. It may be useful here to 
point out the relationship between internal and external economies. We have 
already explained that internal economies depend upon the size of the individual 
firms, while external economies depend on the growth of the industry and locali¬ 
sation of the industry in a particular area or a region. But it is possible for a 
given external economy to necessitate the internal reorganisation of a firm which 
in turn leads to the firm getting further internal economies. Such a situation 
may be known as internal-external economies; they are internal because they 
depend upon the size of the industry. Again, there can be instances in which 
external economies enjoyed by some firm may be internal economies to some 
other firm or industry. For instance, the development of electricity concern in 
a region will confer external economies to all the firms in the locality using elec- 
tricity, while the many improvements that may have been introduced in the elec¬ 
tricity-producing firm will be of the nature of internal economies rom the point 
of view of the electricity undertakings In a sense, therefore, there can be only 
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internal economies from the point of view of the whole community, though there 
can be internal and external economies for individual firms. 

External economies are highly important in the case of backward but develop¬ 
ing countries. When general overhead investment is made by the government 
on such items as transportation, communication, power resources and technical 
knowledge, new firms can come into existence, which can take these advantages 
as given. With rapid economic development and more firms coming into exis¬ 
tence, the general or overhead facilities are fully utilised but the cost of produc¬ 
tion will not increase correspondingly. 

Thus, increasing returns appear in the long run for large scale firms, as a result 
of internal and external economies of production. As poioted out earlier, 
increasing returns imply diminishing cost per unit of output. 

4 CAUSES FOR DIMINISHING RETURNS TO SCALE 

When a firm continues to expand, even beyond a certain point, economies of 
scale will disappear and will give place to diseconomies. That is a given percen¬ 
tage increase in all the factors will be followed by less than proportionate increase 
in output. 

Internal Diseconomies 

Diminishing returns may te attributed to the diseconomies arising from in¬ 
creased problems and complexities of large scale management. Beyond a certain 
stage, managerial activity faces more and more difficulties and problems. For 
instance, more and more people are required on the administrative side This 
results in difficulties of co-ordination of all the activities and necessary control 
over the large number of employees. When the size of ihc firm expands, the 
group of men who manage the firm and who take the final decisions are far 
removed from the actual level of operations. Hence, they are forced to take 
decisions on the basis of second hand information. Further, there may be delay 
in taking decisions, since the request for decision and the relevent information 
will have to be passed on to the entrepreneurial group from the operating unit 
through a long chain of command and the decision taken will have to pass down 
to the operating unit. All this involves delay. 

In many cases, there will have to be delegation of authority and responsibility 
to lower officials to avoid delay, red tapism, etc. But it is not always necessary 
that the lower level officials should have the necessary knowledge and experience. 
Hence, there arises a lack of knowledge and co-ordination and unity of policy 
various parts of a large business enterprise. Finally, increase in size leads to 
lessening of initiative specially on the part of persons at lower levels. Besides, 
with increased size comes loss of personal contact between management and 
workers with consequent loss of morale and increase in labour troubles. Thus, 
a very important factor responsible for diminishing returns to scale arises because 
of increased problems and complexities of large scale management. 

Another factor for diminishing returns to scale are the technical diseconomies 
which may result when production is extended beyond the optimum point. 
Every equipment has an optimum capacity at which it works most efficiently 
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and economically. If an electricity generating plant has the optimum capacity 
oflmillionkilowattsofpower.it will have the lowest-cost per unit when it 
produces 1 million kilowatts. Beyond that point, technical econom.es will stop 
and technical diseconomies will result. We have already shown how technical 
economies arise from the greater efficiency of larger capital goods. Now. dis¬ 
economies arise from the decreased efficiency of capital goods. 


External Diseconomies 

Beyond a certain stage, too much concentration and localisation of industries 
will create diseconomies in production which will be general and. therefore, will 
be common for all the firms in a locality. These diseconomies are of different 
types. The most important of these will be the difficulties associated with trans¬ 
portation. When many firms are located in a particular area, considerable 
pressure is put on the transport system. Accordingly, transport bottlenecks and 
delays take place in the matter of getting raw materials and sending out finished 
products. Further, the expansion of an industry in a particular area will lead to 
high rents and high costs. There can be high cost of labour both ordinary as 
well as managerial and technical labour. The prices of raw materials, of finance, 
of power etc., may rise. The difficulties to banking and linancial institutions 
will affect the main industries, just as difficulties in the latter will certainly affect 
the former. Beyond a certain stage, therefore, external economies and increasing 
returns give place to external diseconomies and diminishing returns. 

As a result of internal and external diseconomies which a firm may get beyond 
a certain stage, it will get diminishing returns or increasing cost. As will be 
shown later, the long period per unit cost of production will first show a down¬ 
ward tendency and will rise later. 

We have analysed the phenomenon of the law of returns under two headings— 
the law in the short period and the law in the long period. In the short period, 
increasing and diminishing returns have been explained by reference to the com¬ 
bination of variable factors to a fixed factor. In the long period, however, in¬ 
creasing and diminishing returns are due to internal and external economies and 
diseconomies. The long period law of returns has been associated with the 
expansion of the size of production (when all factors could be increased) and 
growth of the industry. However, some writers have not made such a distinction. 
Internal and external economies of production and increasing returns have been 
considered for the short period too, on the assumption that they are applicable 
to large firms which engage plenty of capital equipment and other factors. While 
in our analysis we have made an assumption that over the long period a firm 
expands its size by acquiring more and more of all factors (because all factors 
are variable in the long run) and that it secures economies of scale, many other 
writers will speak about the same economies for the large scale firms which may 
be large even from the beginning. Both the approaches are correct 


5. EQUAL PRODUCT CURVES AND LAW OF RETURNS TO SCALE 

From the iso quant map and the corresponding iso-cost lines we can derive 
what is called the scale line. In the following figure, labour and capital arc 
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represented by AT-and Taxes; IQ it lQ t 
Y 



Units of Labour 
Fig. 16.11 

these are the points at which the techni 


tc. are equal product curves or iso : quant 
curves. Each curve represents an 
output which can be produced by 
various combinations of capital and 
labour. The higher the curve, 
the higher the amount of output 
which is represented. In the figure, 
AD, CD, EF etc., are the iso-cost 
line; they represent the various amo¬ 
unts of outlay which the producer 
can spend on the two factors, viz., 
labour and capital. The higher out- 
X lay lines represent larger amounts of 
expenditure and, therefore, larger 
volume of labour and capital. 

In Fig. 16.11, points of equilibrium 
are given by L, M. N, P and Q— 
:al rates of substitution between labour 


and capital are exactly equal to the relative money prices of the two factors. 

By connecting the equilibrium points of L, M. N. P and Q we draw the line 
OS, known as the scale line The scale line is the locus of the points represen¬ 
ting various combinations of factors which the firm prefers as its output increases. 


The scale line shows the different amounts of output produced at the lowest 


costs of production, when the technical rates of substitution arc given and the 
market prices arc also given; it represents the path of expansion. Now, the slope 
of the scale line depends upon: 

(a) relative prices of the factors concerned, and 

( b) on the shape of the equal product curves. 

By using the scale line, we can find out whether, as the factors are varied, 
total output to them increases at an increasing rate or constant rate or diminish¬ 
ing rate. 




Constant Returns to Scale 

Constant returns*to scale of production implies that the total output increases 
in the same proportion as the iocrease in all the factors of production. A simple 
illustration will be as follows: 
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If factors of production arc changed in a certain proportion 
also changes exactly in the same proportion , we have a case of 
to scale. This is illustrated in Fig. 16.12. 

The scale line OS shows the out¬ 
put at different level represented by 
the various iso-quant curves. But 
the output is constant and is indica¬ 
ted by the fact that the distance bet¬ 
ween the different iso-quant curves 
is the same. In other words. LM = 

MN and so on. Line OS shows that, 
if the factors are doubled in amount 
or if the outlay on the factors is 
doubled, total output will also be 
doubled. Likewise if the factors 
arc trebled, the output will also be 
trebled. Or, the increase in output 
is by the same proportion as the increase in the factor combinations 
what is known as the law of constant returns to scale of production. 


and the output 
constant returns 



This is 


Increasing Returns to Scale 

As the factor proportions are increased, the returns to scale could increase as 



Fig. 16.13 


well as decrease. In the initial stages 
of production, when all the inputs 
are increased and when the scale of 
production is increased, economics 
of scale appear and, therefore, in¬ 
creasing returns to scale appear. 
This illustrated in Fig. 16.13. 

In Fig. 16.13 line OS represents 
the scale line, which shows how the 
different quantities of output could 
be produced by factor outlay lines of 
AB t CD, EF and GH. The increase 
in output is produced by smaller 
outlay in the figure. For example. 


LM>MN>NP or NP<MS<LM 

un^orTromVooO to 3 000 8 ' Ve " ' nCr<!aSe in ou,pm from sa V 1.000 lo 2,000 

rr £ 

We may, therefore, conclude that thefinn* P C ‘ CUrveS is smaU - 

(or scale). firm cnjoys increasing returns to outlay 
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Diminishing Returns to Scale 

We have explained so far constant returns to scale as well as increasing returns 
to scale. We shall presently explain diminishing returns to scale by use of the 
scale line. If the factor proportions are increased, the return to scale may in¬ 
crease in the first instance, but ultimately it will have to decrease. The economies 
r of scale which are responsible for 

increasing returns to scale will give 
<o q | place to diseconomies. Accordingly, 

& I 5 diminishing returns will result after 

j l I 'l \ / a certain stage. The following figure 

o \\\ s' (Pig- 16.14) illustrates diminishing 

" C AVV Py/ returns to scale of production. 

5 A \ \\ \ in * n ^' 8 ' IS l ^ c sca,c *' nc 

-- which shows how the different quan- 

- m\ tities of output could be produced 

a x by factor outlay lines. The increase 
0 fit) F H in output is produced by larger out- 

Units of Labour lay. it ma y be noted that the dis- 

Fi g . 16.14 tance between the different equal 

product curves increases to indicate that to produce a certain amount of output, 
more amounts of the two inputs are required. To put the same idea in a different 
way, the doubling of factors will bring about less than double the amount of 
output. The distance between IQi is more For instance. LM< MN<NP. 


A More Realistic Analysis 

Properly speaking, it is not so very correct to speak of three different tendencies 
of returns to scale, as we have done above. It will be much more realistic to 
visualise all the three types of returns 
to scale of production as one law. 

In this law, there is the tendency to _ / 

increasing returns upto a certain 2 K 1 ’ / 

stage, when factor combinations are S / Vl k\ / 
increased; after a certain stage, _ G 

increasing returns may give place to ® - 

constant returns and, finally, dimi- £ C , 0 

nishing returns will appear when 3 x 

factor combinations are increased 
still further. 

Fig 16.15 illustrates the law of 
returns to scale of production. 

In Fig. 16.15 upto point R increas- 
ing returns to scale of production are appearing. Between R and T constan 
returns exist; and beyond T diminishing returns come into existence. 


BDFHI L N 
Units of Labour 
Fig. 16.15 
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6 LvW OF RETURNS TO SCALE AND LAW OF DIMINISHING 
RETURNS-A COMPARISON 


Is the law of returns to scale which we have descr.bed above the same as the 
law of diminishing returns or the law of diminish, ng margmalphys cal product 
Actually they are two different laws of producuon. But a hub thmk n 6 w,„ 
show that there is no contradiction between the law of d.m.nish.ng returns and 


and the law of return* to the scale 
of production. The basic reason is 
that the law of diminishing returns 
assumes one factor fixed and the 
other factors variable. On the other 
hand, the law of returns to scale 
assumes (hat all the factors are 
variable. Naturally, there is no 
contradiction or conflict between 
these two concepts. At the same 
time, we can show the dilfcrencc 
between the two laws with the help 
of a figure (Fig 16.16). 



In Fig 16.16 OS as usual gives the 
scale line showing the returns to diff¬ 
erent outlays. This scale line shows 


how additional output can be produced by increasing the quantity of both the 
factor units. On the other hand, line CW shows the law of diminishing returns. 


OC is the fixed amount of capital which is combined with various quantities of 
labour. We observe that with a given amoun' of capital (OC) and with variable 
amounts of labour the producer is able to produce more and more quantities of 
the commodity. But the distance between the equal product curves is reduced 
in the beginning (indicating a phase of increasing returns) and is increased 
beyond a certain stage (showing the tendency to diminishing returns). In other 
words, in the initial stages, increase in the quantity of labour is required in 
smaller quantities to bring about larger output. But later, larger quantities of 
labour have to be combined with fixed quantity of capital to produce additional 
quantities. This is different from line OS which shows how a producer can 
produce larger quantities by combining more of both labour and capital. It is, 
therefore, necessary to emphasise the fact that the law of diminishing returns is 
based on the assumption of all factors being variable. There is. therefore, no 
contradiction involved. Between these two laws of production, the law of 
eventually diminishing marginal returns is, of course, a more fundamental law. 

From our analysis of production function in Chapters 14 and 15. we can come 
to a clear understanding of the existence of two different laws of production. 

Whenever one factor of production is fixed and all other factor units are 


variable, we have the law of diminishing returns which has thice aspects viz. 
increasing returns, constant returns and diminishing returns. The increasing 
returns are due to better utilization of the fixed factor and greater efficiency 
arising out of increasing specialisation of the variable factor units. Diminishing 
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returns are due to inefficiency arising out of over-utilisation of the fixed factor 
beyond the optimum point. 

Similar to the law of returns with one fixed factor, wc have a law of returns 
with all variable factors. If the first law applies for a short period, the second 
law applies for the long period. Here, increase in the number of all the factor 
units lead to increasing, constant and diminishing returns. Increasing returns 
here are due to the appearance of internal economies or advantages of produc¬ 
tion. Diminishing returns to scale are due to internal diseconomies. If the 
first is due to increasing efficiency, the second is due to growing inefficiency 
beyond the optimum size of production. In the first law, the maximum output 
is due to the best proportion between fixed and variable factor units. In the 
second case, maximum output is due to the optimum size of production. 
In the first case, increasing returns and diminishing returns are symmetrical 
to each other. In the same way, increasing and diminishing returns to scale 
can also be regarded as symmetrical. But we cannot take diminishing returns 
of the first and compare it with increasing returns to scale of the second. 

7. COBB-DOUGLAS PRODUCTION FUNCTION 

Many actual production functions have been examined by economists to 
measure relations between chaoges in physical inputs and physical outputs. 
A famous statistical production function is the one associated with the names of 
Professors C. W. Cobb and P. H. Douglas. In its original form, the Cobb- 
Douglas function applied to the whole of manufacturing in U.S.A. But it 
can be applied to a sector of the economy su< h as manufacturing or to the 
whole economy. 

Cobb-Douglas function can be stated as follows: 

P = bL k c' *; in which 
P = Actual output 
L Labour 
C = Capital 

b = Number of units of labour 
k — exponent of labour 
1 —Ac == exponent of capital 

A number of studies were made in the I920*s and 1930’s by Cobb-Douglas, 
Director and others which showed that the Cobb-Douglas function of k and 
1 — k was found almost to be correct. However, in 1937 David Durand proposed 
that the restricted function of 

P = bL k c' k 

be abandoned for one in which the exponent for capital was independently 
determined. According to Durand, the use of k and 1 —k function assumed the 
existence of constant returns. Instead, if the exponent of capital is independently 
determined, it would then be possible for the sum of the exponents to be either 
greater or less than unity and hence to show the actual returns to scale which 
may be increasing, diminishing or constant. Hence the later formula of Cobb- 
Douglas function is 
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But Douglas found .ha. .he devia.ion from uni.y *as very .ns.gn.fi. ant icdccd. 
For instance 

k = 63 or 64 
j = '34 

k+j — 97 or '98 

If both factors of production were increased by 1% then the total product 

would normally increase during a given period by 97 to 98 per cent and if .he 
slight suggestion of diminishing returns is disregarded and if the most probable 
sum of the exponents is equal to unity, then an increase of 1 % in quantities of 
both labour and capi.al would normally result in a corresponding increase of 
1 % in product. A one-per cent increase in the quantity of labour alone would 
normally be accompanied during a given period, by an increase of approximately 
2/3 of 10% »n the product; and an increase of 1% in the quantity of capital alone 
would normally be accompanied by an approximate increase of 1/3 of 1% in the 


product. 

In Cobb-Douglas function, the sum of the exponent shows the degree ol 
"returns to scale*’ in production: 

k + j > 1 increasing returns to scale 
k + J — 1 constant „ „ 

• k + j < 1 decreasing „ „ 

The sum of these co-efficients shows the degree of homogeneity of the function. 
If k+j is equal to unity, we say that the production function is homogeneous 
of the first degree. 

Under these conditions (/. e. t k+j— 1) the elasticity of marginal producti¬ 
vity curves for a given factor is equal to the reciprocal of the exponent for the 
other factors, i. e., 


<? = 1 and e «..» 

l I— k C 1— j 


It follows that the approximate elasticity of the formal marginal productivity 
curve for labour would seem to be not far from 3.0 and for capital to be 
around 1.5. 

It is interesting to observe the numerical affinity between the co-efficients 
of the exponential production function and the independent aggregative 
statistics on factor shares in national income. Not only do the factor 
shares tend to be constant, but they also tend to give the same values as the 
production coefficients. In this respect. Douglas research has been a test of 
marginal productivity theory of wages as well as a good description of produc¬ 
tion technology. Douglas and others made time series and cross section studies 
for the manufacturing industry of the U.S A., Canada. Australia, New Zealand 
and South Africa. Douglas was struck by the similarity of results on the whole. 
The labour exponent was about two-thirds and the capital exponent was one- 
third. As already mentioned, there was a slight evidence of diminishing returns 
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to scale but the exponents seemed to be unity, if sampling errors were taken into 
account. An implication of the Cobb-Douglas function is that labour's share of 
national product tends to be constant under competitive market conditions 
Their function has many interesting properties that make it a very convenient 
choice and it graduates data on output and input well. 

However, the Cobb-Douglas function has been criticised on certain grounds. 
In the first place, the total output is assumed to be the function of labour and 
capital. Raw materials are not treated as a separate factor of production, but 
as an automatic subtraction from the total value of output. Secondly, all labour 
units arc considered as homogeneous. Thirdly, Cobb-Douglas studies relate to 
the period between 1889 and 1922. Douglas finds slight tendencies either to¬ 
wards decreasing returns to scale or nearly constant returns to scale. There is 
little evidence on the side of increasing returns. Fourthly. Cobb-Douglas func¬ 
tion is based on industry-to-industry variations; but plant-to-plant or firm-to-firm 
variations within an industry would seem to provide more reasonable samples. 
It may be observed that in the inter-industrial samples we encounter the problem 
of non-constant technology. A similar problem will arise, in the time series 
samples also. Despite the limitations, “the statistical investigation into the laws 
of production by C.W. Cobb and P.H. Douglas are among the most celebrated 
in the history of econometrics'*. 

8. RIDGE LINES OF PRODUCTION 

Normally, iso-quants or equal-product curves slope downward from the left 
to the right: they are convex to the point of origin; they do not intersect; and 
the higher the iso quant, the greater the level of output. But it is possible to 
visualise an iso-quant in which an iso quant may have all these properties but 

may exhibit one more feature also, 
/. it may bend back upon itself or 
may slope upwards. Fig. 16.17 illus¬ 
trates such an iso-quant. In Fig. 
16.17 points T and 7*, are points at 
which the iso-quant bends back upon 
itself. Consider first point T on IQ. 
Point T represents a combination of 
OC x units of capital and OL x units 
of labour. There are two interesting 
facts here. First, the firm requires a 
minimum of OC x capital; less than 
OC x uoits of capital will mean that 
Fig 16.17 the firm cannot produce this level of 

output (IQ) at all. Second, with OC, units of capital, OU units of labour will 
have to be combined to produce IQ level of output. But with OC, untts of 
capital, additional units of labour beyond OU of labour w.ll yield a smaller out¬ 
put. That is, beyond OU labour cannot be expanded; in case labour is expanded, 
total product will decline. At point T, marginal product of labour is zero ana 
beyond T, it will become negative (and that is why additional units of labour 
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reduce total output) and the- marginal rate of technical substitution of labour 
for capital is zero. Therefore, point T on IQ represents the intensive margin of 
labour. 

Consider now point 7*i on IQ which shows that a minimum amount of OL> 
units is required to produce this level of output. Any combination of capital 
with less than OL> units of labour cannot produce IQ output. At point T x the 
combination of capital and labour is OC 2 + OL 2 . Suppose the amount of labour 
is kept constant at the minimum level required /. e., OL 2 and additional units of 
capital are added, beyond OC>; total output will be reduced and not increased. 
The marginal product of capital at point T\ is zero and beyond that point it will 
become negative ( 1 . c., for quantities beyond OC*). Since the marginal product 
of capital is zero, the marginal rate of technical substitution of capital of labour 
will be zero at this point. At point T t capital is used to its intensive margin. 
There are thus two interesting points: 

(a) Point T is the intensive margin for labour, beyond which labour cannot be 
used; and 

(b) Point 7*1 is the intensive margin for capital beyond which capital cannot 
be used. 


The economic line of production will be between T and F l# This concept of 


intensive margin with respect to the 
inputs can be explained by reference 
to a number of iso-quants or an iso¬ 
quant map. This is shown in 
Fig. 16.18. 

In Fig. 16.18 OC is the locus of 
which the marginal product of capi¬ 
tal >s zero and OL is the locus of 
points for which the marginal pro¬ 
duct of labour is zero. Production 
will have to take place within this 
range OC and OL are known as 
ridge lines of production and they 
separate economic and uneconomic 
regions of production. For example, 
the firm cannot produce any output 

Or I!_... _ 



Units of Labour 

Fig. 16.18 
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NATURE AND BEHAVIOUR.OF COST 

P 


V ALUE or price of a product depends upon its demand and supply. Demand 
is concerned with the behaviour of the consumer and supply with the 
behaviour of the producer of the product. But the supply of a commodity or 
service depends primarily on its cost. It is cost of production in relation to price 
that guides a firm to produce or not to produce, how much to produce and sell 
and whether to expand or contract the output. We shall now examine costs in 
some detail. 


1. VARIOUS CONCEPTS OF COST 

The term “cost” has a wide variety of meanings. The normal concept of cost 
most widely used is the “money cost” of production which relates to the money 
expenditure of a firm on wages and salaries paid to labour, payments incurred 
on machinery and equipment, payment for materials, power, light, fuel, trans¬ 
portation etc., payments for rents and insurance and payments to the government 
by way of taxes. Money costs, therefore, relate to money outlays by a firm on 
factors of production which enable the firm to produce and sell a product. 
Every producer is interested only in money costs. 

Rea! cost. Another concept of cost is real cost. According to Marshall, money 
payments are made to factors of production to compensate for disutilities of 
rendering their services. .“The exertions of all the different kinds of labour that 
are directly or indirectly involved in making it; together with the abstinences or 
rather the waitings required, for saving the capital used in making it; all tjie«e 
efforts and sacrifices together will be called the real costs of production of the 
commodity.” 1 (Marshall is speaking here of the disutility, the pain and the 
discomfort involved for labour when it is engaged in product.on.)and also or the 
unpleasantness involved in saving and capital accumulation. The f once 1* of 
col though of some importance from the social point of view, lacks precision 

since it is expressed in subjective terms. 

Opportunity cost. (^ concept of cost which has been popularised by the 
Amencan writers and which is now widely used is “opportunity cost or alter¬ 
native cost. The cost of production of any unit of a commodity 
of the factors of production used in producing that unit. The value of these 
factors of production is measured by the best aiternative use to which they might 


‘Marshall. Principles of Economics, p. 339. 
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have been put, had a unit of A not been produced. In other words, the cost of 
any factor in the production of a particular good is the maximum amount which 
the factor unit could yield in the production of other goods. Since a firm has to 
pay owners of factor units what these units can secure in alternative occupa¬ 
tions, the costs are known as alternative or opportunity costs. 

Past vs Future costs. A distinction can be made between actual costs and 
future costs. Actual costs are unadjusted records of past costs; they are 
historical costs. Future costs, on the other hand, are based on forecasts. The 
costs which are relevant for most managerial decisions—which are generally 
forward looking—are forecasts of future cost or comparative conjectures con¬ 
cerning future situations. Forecasting of future costs is required for expense 
control, projection of future income statements, appraisal of capital expenditures, 
decisions on new projects and on expansion programmes and pricing. For 
instance, the essence of expense control is to have a standard by which perfor¬ 
mance can be judged; it is. therefore, necessary to set scientific standards that 
will realistically reflect the operating conditions that will govern the level of 
costs during the future accounting period for which the budget is set. Or, take 
for instance, the estimates of income expectations. The projections of income 
statements involve profit-and-loss projections and are really estimates of cost 
behaviour in the future under assumed cost conditions. For policy decisions 
on price too, the business enterprise depends upon future cost and not 
past cost. Past cost or historical cost is relevant only under the assump¬ 
tion that the cost conditions of previous period would be duplicated in the 
future too. 


Private vs Social costs. While private cost refers to the cost of production 
to an individual producer, social cost refers to the cost of producing a com¬ 
modity to society in the form of resources that are used to produce it. From 
the social point of view, the economy has a certain volume of resources in the 
form of capital, land etc., which it would like to put to the best of uses This 
will naturally depend upon the efficient and full utilisation of resources and 
also the specific list of commodities to be produced. If available irrigated area 
can be put under rice or sugarcane, the social cost of producing rice is the 
amount of sugarcane which irrigated land could have produced instead The 
social cost is also the opportunity cost of production. The social cost is 
extremely important in the utilisation of limited resources. It will be an 

commodity ,0D C °' ncidcs with P rivatc «>sts of producing a 

O ThC t0lal C0Sl of P roduc “°n of any particular 
good can be said to include ‘•expenditure** or “explicit- costs and ‘‘non-exDen 

d ‘ lu ; c * or “implicit” costs. Expenditure or outlay costs are thoseThTcT^e 
paid by tho employer to owners of the factor units which do not helnno t 

Non-expenditure or implicit costs arise when factor .mitt government, 
employer himself. The employer is not obLVeH ./ by the 

-Us— 
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and an average or normal return on the money capital supplied by the share¬ 
holders; in the case of small business units, the wages of the entrepreneur or 
organiser himself will have to be included in this category. Expenditure costs 
are explicit since thev arc paid to factors outside the firm, while non-expenditure 
costs arc implicit and hence they are imputed costs. But the latter costs are also 
costs, in the real seme of the teim. since the factor units owned by the organiser 
himself can be supplied to other producers for a contractual sum if they are not 
used in the business of the organiser himself. 

In this connection, it is necessary to include the time and money which an 
entrepreneur has invested in producing a given commodity. For. if he had not 
undertaken the production of this commodity, he would have invested his money 
and time elsewhere. For instance, he would have probably spent his time as an 
employee in another firm and his money in purchasing some income-yielding 
securities. Therefore, the use of money and time io one’s own business may be 


taken as implicit cost. 

Profit, partly wages and partly surplus. Costs, we have seen, are incurred on 
procuring the factor services. But how many types of factor services are used 
by firms? Some economists reduce all factors of production into only one type 
v/r., labour; other talk of two factors viz., land ai>d labour. Generally, wc 
speak of four factors viz., land, labour, capital and enterprise; the corresponding 
costs on these factors are rent, wages, interest and profit. Total costs will include 
all these four items of costs. The fourth item-profit-is really wages for 
management or normal return for the trouble of organising and managing a 
business. If total revenue of the business exceeds the total cost, the firm gets 
a surplus, also called profit. To avoid confusion between profit as wages of 
management, which is one of the cost items and profit as surplus, economists call 
the first term as normal profit and the second as super-normal profit. 

The cost of production of any commodity or service depends upon three 
variables viz., la) price paid for the various factors of production ; (b) the out¬ 
put of the firm; and (c) the period of production i. e.. whether the nmi has 
time enough to change all or some of the factors of production. These hree 
variables should not be taken separately and independently but should W 
considered together. For example, when we speak of average cost for a un. 
Of a commodity, we refer simultaneously to given factor costs, a 8'venoutpu 

and a given period of time. For our study of costs, we will assume that 

factor costs are given and wc will discuss the second and third variables toge 


A Note on Opportunity Costs of Production 

In the analysis of consumer demand, we have seen that the prices o good^ 
will tend to be proportional to marginal utilities. For instance, at ?° 

s& ? »-.skbs i-saws 

,<m* ■><.»*»<.«—*■ * — ” “ d 

be in equilibrium when 
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etc. 
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In the analysis of production too. we can make a similar generalisation, viz., 
prices of goods will tend to reflect opportunity costs of production. We can 
explain this point as follows. 

Under conditions of perfect competition the cost of producing a unit of a 
commodity A is the number of units of commodity B which could be produced 
but not produced; and. therefore, the opportunity cost of producing a unit of 
A is the number of units of B given up. Now. prices of goods reflect the 
preferences of consumers. For instance, if consumers prefer sueat to gur, they 
will pay more for sugar than for gur. Higher price of sugar will induce firms 
producing sugar to expand their output and also attract new firms to enter the 
industry. At the same time, the industry producing gur will contract and the 
factors of production will shift from gur industry to sugar industry. This 
movement of factor services will continue till the factor services produce the same 
value of the two goods in the two industries. The opportunity costs will be 
equal to their prices. If X factors can produce I quintal of sugar and 2 quintals 
of gur, the price of a quintal of sugar will tend to be equal to twice the price of 
a quintal of gur. 

Instead of talking about opportunity costs, we may turn to money cost of 
production. The money cost of producing a little more of sugar is the addition 
to the total cost as a result of producing one more unit of sugar—this is the 
marginal cost of production. If X factors can produce one quintal of sugar or 
2 quintals of gur, then the cost of production of one quintal of sugar and 2 
quintals of gur is the same; it will be equal to the price of X factors. The price 
of goods will, therefore, be proportional to their marginal costs. We can there¬ 
fore conclude that: 

(a) Prices of goods will be proportional to their opportunity costs of produc¬ 
tion; or 

(b) Prices of goods will be proportional to their marginal costs of production. 

2. COST OF PRODUCTION IN THE SHORT PERIOD 

The volume of output in any industry depends upon three factors, viz., the 
number of firms in the industry, the size of firms and the rate of production. A 
short period is long enough to permit any desired change of output technological¬ 
ly through a change in the rate of output but is not long enough to permit of any 
adjustment of size of firms or of changes in the number of firms in the industry 

Fixed costs. We assume that in the short run. there are some factors which 
are necessarily fixed and those which are freely variable. The fixed factors are 

the machinery and the superior types of labour and the costs corresponding to 

these factors arc called fixed costs. Marshall called the fixed costs are .suoDle- 

mentary costs or overhead costs. These costs are fixed in the sense that they do 

not change in the short period; they arc called supplementary or general indirect 

them- ° f . 0Ul P Ut P coduccd ^ a firm w,l! not depend directly upon 

JS?^^? 2 L!T. 7 erhC,d f ? 15 bCCaUSC ,hcy arC common f <” all units produ¬ 
ced and not special to any of them. F u 
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Variable costs. The second set of factors in the short mn refers to variable 
factors viz., those factors which are freely variable. They are raw materials, 
ordinary labour paid on work or daily basis. powerpand fuel, etc. The costs 
corresponding to these factors are variable costs Marshall called variable costs 
as prime costs or direct costs or special costs. He included three main items 
under prime costs : the money cost of the raw materials, wages of that part of 
labour spent in producing a certain output and the extra wear and tear of the 
plant. Prime costs arc direct costs because the amount of volume of output 
forthcoming from a firm will depend directly upon them. Since they fluctuate 
with the volume of output, they arc also called variable costs^ 

There are certain important points which we should note as regards the 
distinction between fixed and variable costs or supplementary and prime costs. 
First of all, both costs go together: production is impossible by the use of any¬ 
one factor alone but is the result of the combination of both fixed and variable 
factors. A second point which we should note is that the division of costs 
between the fixed and variable or supplementary and prime costs will depend 
upon the duration of the undertaking. This is particularly so in the case of 
wages and salaries. As Marshall has rightly pointed out, prime costs relatively 
to long period become supplementary costs relatively to short period.* In other 
words, in the short run some factors are fixed and are supplementary to produc¬ 
tion but the same factors become variable over a long period of time. Moreover, 
as Marshall has shown very clearly, the distinction between prime and supple¬ 
mentary costs is one of degree only and not of kind. For it is difficult to say 
whether the wages received by a clerk comes under prime cost or supplementary 
cost; it will be prime cost if his services can be terminated the moment produc¬ 
tion stops, and supplementary cost if his services cannot be so terminated. As 
will be seen later, this distinction of costs between prime and supplementary 
costs is of great significance in the theory of short period value. 

The Table given below illustrates the nature and behaviour of the different 
costs we arc studying. The table is prepared on the basis of the law of variable 


Tabic 17 1 - Showing the Output and Cost of Production In the Short Pcrl«>d 


Total 

output 

(units) 

1 


Total 

Fixed 

Cost 

(Rupees) 


200 

200 

200 

200 

200 

200 

200 

200 

200 

200 


Total 
Variable 
Costs 
( Rupees) 


Total 

Cost 

(Col. 2 + 3) 
( Rupees) 


100 

160 

180 

200 

230 

276 

336 

402 

486 

600 


300 

360 

380 

400 

430 

476 

536 

602 

686 

800 


Average 

Fixed 

Cost 

(2-H> 

( Rupees) 

5 


200 

1.00 

0.66 

0.50 

0.40 

0.32 

0.28 

0.24 

0.22 

o.->o 


Average 
Variable 
Cost 
3 I 

( Rupees ) 
6 


1.00 

0.80 

0.60 

0.50 

0.46 

046 

0.48 

0.50 

0.54 

0.60 


AC 

(Col. 5 + 6) 
(Rupees) 


3.00 

1.80 

1.26 

1.00 

0.86 

0.78 

0.76 

0.74 

0.76 

0.80 


Marginal 
Cost (MO 
( Rupees ) 

8 

1.00 

060 

0.20 

0.20 

0.30 

0.46 

0.60 

0.66 

0.84 

1.14 


>Marchall, Principle, of Economic,. OP 42<M21. 


Nature and Behaviour of Cost 255 


v \ i 



proportions or the law of Diminishing Marginal Returns. The expenditure 
the fixed iactorsuch as management, 
rent on business premises is constant 
at Rs. 200, irrespective of the volume 
of output. The expenditure on the 
variable factors increases but not at 
the same rate First, there are in¬ 
creasing returns of production or. in 
other words, to produce a given 
quantity of output say 100 units, 
lesser amount is required. For in¬ 
stance, in our example, 100 units 
can be produced with Rs. 100 spent 
on variable factor units but to pro¬ 
duce the next 100 units of output an l i g# f7 i 

additional Rs. 60 is sufficient-so that the first 100 units arc produced with Rs. 
100 total variable cost but 200 units are produced with Rs. 160 of total variable 
costs. Thus the table 17.1 is prepared on the basis of increasing returns or 
diminishing cost in the first instance and eventually diminishing returns or 
increasing cost ultimately. 

The total cost of production (column 4) ,s the sum of total fixed cost and 
to al vanahle eost. In Fig. 17.1 quantity of output is represented on OA'-axis 
and to a eos, ol product,on on the OK-axis. The total fixed cost is a horizontal 
R ™ T**" 8 Rs - 20 °- be the output. Total fixed cos, is 

su'rtiS romlTl°o PU ' r The Variab,c costs curve is sloping upward 
a TheTota cos Z firs, gradually bu, later a, a fas, 

rlr • h C ,S the vcr,,cal Edition of TFC and TVC‘ and as the 

TFC is constant, the difference between TC and r,C w„, always b^the same 


Fixed and Variable Costs 
Total fixed cost has been shown to be 

Y 



constant throughout, but the average 
fixed cost diminishes with every in¬ 
crease in output-in fact, it should 
diminish in the same proportion as 
the output is increased with increase 
in production. The same amount of 
overhead costs is spread out over a 
large number of units. Graphically, 
the AFC curve will fall steeply i n 
the beginning and will tend to touch 
the horizontal axis as shown in Fig. 
*7.2. But the AFC will never be- 


Fig 17.2 


angle (representing total fixed costsl he indicalin 8 t*>at c 

17.2, OQAB=ORCD=OSEfZ !d so 0 n 17 ^ FeClan * ,e - 


a positive amount. Diagramma; 
the AFC curve will be a rectai 
hyperbola indicating that even 
to everv other ___ ; 
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The total variable cost or the total prime cost (column 3 in table 17.1) will 

•.I • • .1 _ . ..... _ InUmtr 


increase with increase in production 



Fig 17.3 


since more raw materials, labour, 
power, etc., would be required for 
increasing output. But the average 
variables (A VC in column 6) is subject 
to the law of variable proportions. 
The average variable cost is derived 
by dividing the total variable cost by 
the total output in Table 17.1, 100 
units of output are produced with 
total variable cost of Ks. 100; there¬ 
fore A VC is Rs. 1; 200 units of out¬ 
put are produced with the total 
variable cost of Rs. 160; therefore, 
the A VC is 86 paise. It may be 
observed that the A VC is declining 


upto 500 units of output; it is constant between 500 and 600 units of output, and 
is rising after 600 units. Total variable costs for any output can be calculate 
by A VC multiplied by output; in Fig. 17.3 total variable cost for OM output is 
OMAB (i. e., OM x AM). 

It is necessary to show the reciprocal relation between average product for 
the variable factor and ihe average cost. The average product of the variable 
factor QIV in which Q represents total product and V represents the number o 
variable factor units. The total variable cost of production of a commodity 
{JVC) consists of the expenditure on the variable factor units v/r., /* , in w 
P stands for the price of the variable factor units. Therefore. 


AVC^or-^orP^ 

compare now the A VC and average production of the variable factor: 

Q 

Average product =»p-. 

. . th . variable factor ( P ) is constant, it may be ignored and, therefore, 

£dh« AVC ^ he Sroca. of the average product of the variable factor 

(multiplied'by the constant pnee). This means that the and average product 

vary inversely with each other. Therefore 'tfol'ow 5 : 

S IS average £2 Si — . ~ is the minimum, and 

SS5r srcr-t sssS as**? 
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opposite directions. The AVC curve looks like the average product curve 
turned upside down with the minimum point of the AVC curve corresponding to 
the maximum point of the average product curve. 

Average Cost of Production 

Now, "Average total cost" or "Average cost" (column 7 of the table) is 
computed by dividing the total cost by the corresponding total output. It can 
also be obtained by adding AFC (average fixed cost) AVC (average variable 
cost). For each output, the average 
^ost is compounded of average fixed 
and average variable cost. Graphi¬ 
cally, as shown in Fig. 17.4 the 
average cost curve lies above the 
A VC curve at a distance equal to 
the corresponding height of AFC 
curve. For example, for OQ output 
the average cost is Q A which is the 
sum of QB (AFC) and QC {AVC). 

It should be noted that AC= BQ. 

DE=FR and GH=JS. As shown 
in Fig. 17.4 following the rather steep 
fall of AFC curve in the initial stages, 
the AC curve registers a deep fall in the beginning. Its minimum point comes 
after the AVC curve has already reached its minimum. The reason for this is that 
the AFC continues to decline even beybnd the lowest point. In the rising phase, 
both the AC curve and AVC curve tend to touch each other but never exactly 
merge into each other so long as the AFC curve is above the zero avis. 

One point which we should note here is that, of the different combinations of 
resources possible for a firm, there is only one least combination which indicates 
the short-run stage of optimum output and minimum unit cost of the firm. 
Graphically, the least cost combination is indicated by the lowest point in the AC 
curve. 


r 



Quantify ot Output 
Fig. 17.4 


Marginal Cost of Production 

Another concept of cost, very fundamental in price and output determination 
is that o. marginal cost. Parallel to the concepts of marginal utility, ^marginal 
outpu and marginal revenue, marginal cost may be defined as the net addition 
° COSt “ ° ne morc un, ‘ of is produced-/, e., additional cost 

cost Tiff C'in h" a K ddi,iODal Uni, • , labk ’ 1 ( P- 3I2 > ‘ he marginal 

(CO ™ 41, COmpu,ed by dividing the cost increments 
(column 4) by the marginal outputs (column 1). In Fig. 17.5 the dotted curve 
is the marginal cost curve. The formula for marginal cost is: 

MC n =TCn-TCn.i. in which n stands for any number. 


a the incr^Tr^Xth^^i'm o^uT’ SU< 
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Some important points as regards the marginal cost ( MC ) should be noted 
here. In the first place, it has nothing to do with fixed cost. For there is no 
addition or increment in the fixed cost accompanying an addition in the output; 
on the other hand, marginal cost is always associated with the addition to the 
total cost as a result of an increment in output. 

This can be shown as follows: 


MCn = TCn-TC n -l 
[as TC=TVC+TFC). 

=(TVCn+TFC)—(TVC n -i + TFC) 
= TVC n + TFC— TVCn-i — TFC 
= TVC*-TVCn-l 


It is thus clear that marginal cost for any particular output n has nothing to 
do with fixed cost and that it is either (a) additional total cost when output is 



Fig. 17.5 


increased from n.j units to m units 
of output or (b) the addition to 
the total variable cost when output 
is increased from n .i to n units. 

Secondly, the same marginal costs 
are associated with both total vari¬ 
able cost and total cost. This is 
easy to explain. Throughout, total 
cost exceeds total variable cost by a 
constant quantity, viz. the amount 
of total fixed costs. Consequently, 
for the addition in the output, the 
addition in the total cost will be 
identical with the addition in the 
variable cost. Therefore, marginal 
cost depends upon the size of total 
variable costs and also of total costs. 


Thirdly, the relation between the marginal and the average variable and the 
average total unit costs is simple enough. The important relation is that when 
ever MC is less than AVC and AC the latter are falling; whenever MC is higher 
than A VC and AC, the latter arc rising. 4 Graphically, when the AVC and AC 
curves are falling the MC curve will lie below them (but it need not necessarily 
fall for as we find in the diagram that at the points MC is intercepting the 
and AC curves, it is not falling but rising; when the AVC and AC curves are 
rising, the MC curve will be higher than the former. The MC curve will intersec 
both the A VC and AC curves at their lowest point. _ . uC 

It is useful to summarise the geometrical relationship between At aD ’ 

with the help of Fig. 17.6 (A) and (B). This relationship will hold good both 

short and long periods: 


•Mathematically, if something that is less than the average is added to a total, the average 
is lowered and if greater than the average, the average is raised. 
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(a) If AC is a horizontal straight line. MC will coincide with it. 

( b ) If AC rises. MC will rise at a greater rate; in case AC is a straight line the 
MC will rise at double the rate. 

(c) If AC falls MC will also fall, but at a higher rate; in case AC is a straight 
line, MC will fall at double the rate. 

( (I ) If AC falls first and then rises, the corresponding MC will fall at a higher 
rate and then rise a greater rate; MC curve will intersect the AC curve at the 
lowest point of the latter. 

The concept of marginal cost is of fundamental importance in the theory of 
value. This concept, along with that of marginal revenue, helps to explain the 
determination of the output which a firm will produce in any period. One of 
our basic assumptions in economic analysis is that every given producer attempts 
to maximise his profits. But profit maximisation is possible only when the 
producer stops production at the point when the revenue from the last unit 



equals the cost incurred on the production of that unit. In other words, equa¬ 
lity of the marginal cost and the marginal revenue indicates the position of profit 
maximisation and thus the equilibrium of ihe firm. 


3. COST OF PRODUCTION IN THE LONG PERIOD 

In the short period of time, a firm is handicapped by the fact that some of the 
inputs may be fixed. In the long period, however, the firm has on such problem. 
tCan f X n 1 ° r 0 “* outfu* according to demand, by having more or 
less of all the factors of product,on. As the firm expands its scale of production 

f ,npu « the long period, the nature of output 

and cost of product.on wdl be mfluenced by the law of returns to scale. As 
explained in a previous chapter, the average and marginal output in the long 
penod will nse, reach a max,mum point and then decline. Correspondingly ,he 
averagecost and margma! cost of production in the long run will slope down- 
wards, reach a mm,mum pomt and then rise. I, is important to note ,L in the 
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long run the distinction between fixed and variable cost does not hold good, for 
all costs are variable costs. The long run average cost (LfifC) and its corres¬ 
ponding long run marginal cost 
(LMC) are illustrated in Fig. 17.7. 

In Fig. 17.7, the LAC curve slopes 
downwards upto point L to indicate 
diminishing unit cost (as a result of 
increasing returns to scale of pro¬ 
duction) and slopes upwards beyond 
L to indicate increasing unit cost 
tas a result of diminishing returns 
to scale of production). Point L 
is the optimum point and OQ is the 
optimum output i.e., the output at 
which the LAC is the lowest. The 
geometrical relationship between 
Fig. 17.7 LAC and LMC is similar to the 

relation between average and marginal cost curves in the short period. 

Short-run and Long-run Average Cost Curves 

The LAC curve is based on the assumption that in the long run a firm has a 
number of alternatives in regard to the scale of operations. For each scale of 
production or plant size, the firm y 
has an appropriate short-run average 
cost (S4C) curve. The pattern of 
these short run average cost curves 
is illustrated in Fig. 17.8. In this 
figure, we have assumed that techno¬ 
logically there are only three sizes of 

plants-small, medium and large. 

SA Ci refers to the short-run average 
cost curve for the smallest plant; 

SA C 2 is relevant for medium size 
plant and SAC % is relevant for the 
large size plant. In the short period, 
when the output demanded is OQ 
the firm will choose the smallest size 
Diant. But for an output beyond OR, 

the firm will opt for plant size 2; and for output beyond OS the firm wdl choos 
Diant size 3. In the short period, the firm can choose plants, and it will choose 
That plant which will help it to minimise its cost of production. In the long r , 
however the firm can build a plant whose size leads to the lowest average cost 
for any given output. The thickly shaded portion of the different SAC 
Pie ns may be regarded as the long run average cost (LAC) curve. This 
shows the least costof producing each possible output. We havcg.venonly 
three alternative scales of production, but in practice there may be any num 



Fig. 17.8 
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of alternative scales of production. Figure 17.9 illustrates the usual type of long 

drawn a smoo.b comings. —^ 
points of a number of SAC curves and have called ..as the LAC. The LAC , 
the locus of points representing the least unit cost of producing different output. 



The firm determines the size of its plant by reference to this curve. It selects 
that short run plant which yields the lowest average cost of producing a given 
volume of output it anticipates. The LAC can, therefore, be defined as the 
lowest possible average cost of producing any output when the management has 
adequate time to make all desirable changes and adjustments. The LAC curve 
is sometimes called the “normal cost*’ curve or the “planning" curve of a firm. 
It is called planning curve because it represents the cost data which are relevant 
to the firm when it is planning in regard to its scale of production over a long 
period of time. At any particular time a firm already in operation has a certain 
plant and must base its current price and output decisions upon the cost 
schedule with the existiog plant. But when it considers the possibility of 
adjustment in the scale of operation, long run cost data are necessary. The LAC 
is also called as envelope since it supports or envelopes a series of short-run 
average cost curves from below. From the difinition of LAC given above, it 
follows that: 

(a) No portion of LAC can ever lie above any portion of a SAC curve. 

C b) The LAC is tangent to the whole set of SAC curves relevant for different 
plant sizes. 

(c) It touches the minima of the SAC curves only in the special case of 
constant returns (At point L in Fig. 17.9). 

The LAC curve reflects the change in output which are brought about by 
simultaneously varying the scale of output and the utilisation of plant so as to 
reach the lowest attainable cost for each output. Further, the LAC curve 
reperesents cost attainable with a hypothetically continuous range of different 
plant sizes, each size of plant being used to produce only that output which can 
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be produced most efficiently. On the other hand, the SAC curve represents 
cost for only one particular plant when it is utilised efficiently. Thus, the basic 
difference between the two curves is that while the LAC curve takes into 
consideration many plants, the SAC curve applies to only one plant. 

At any one time, a firm has some one size of plant and a corresponding 
SAC curve. But over a period of time, the firm can move from one plant size 
to another. It passes from one SAC curve to another, finding a different one at 
each point on the LAC curve. The formal relation .of th t^LAC curve to the 
SAC curve is really, therefore, a relation of one J.AC curve to a family of &AC 
curves. ^ ' 


The Shape of LAC Curves 

Just as the short-run average cost curve is ^-shaped, the long range average 
cost curve is also ^-shaped. This means that with increasing output, the LAC 
declines upto a certain stage i. e., optimum output after which it rises. While 
the shape of SAC is determined by the operation of the law of variable pro¬ 
portions or the law of eventually diminishing marginal returns, the shape of 
the LAC is primarily determined by the operation of the law of returns to scale 
in a particular type of production. Economists are agreed on the w-shape of the 
LAC but there is considerable differance of opinion as to why the LAC declines 
first and then rises. Prof. Edward Chamberlin explains this phenomenon in 
in one way while Mrs Joan Robinson, Nicholas Kaldor and George Stigler 


explian it in another way. 

According to Professor Chamberlin, a firm typically experiences increasing 
returns or decreasing cost to scale as it expands the scale of its operations 
initially, for two following reasons. 5 

(a) Increased division and specialisation of labour and equipment are made 
possible in general by the fact that the aggregate of resources is large ; and 
(b) employment of qualitatively different and technologically more efficient 
units of factors particularly machines, is made possible by a wise selection from 
among the greater range of technical possibilities opened up by greater resources. 

These two reasons which overlap substantially (machinery for example in an 
expression of specialisation) lead to increasing returns to scale and they are 
known as economies of scale or advantages of large-scale production. As a 
result, a firm experiences diminishing cost per unit. 

The usual and traditional approach adopted by Mrs. Robinson, Kaldor and 
others however, emphasise indivisibility of labour and equipment for increasing 
returns to scale in the first instance and decreasing returns later. Indivisibility is 
met with in machinery, labour, marketing, advertisement and r * c " ch ’ * t £ “ 
lhc words of Mrs. Robinson, -If all the factors were finely divisible Jiko 
sand it would be possible to produce the smallest output of any 
with all the advantages of large scale industry”. 4 According to Prof Kaldor. 

“It appears methodologically convenient to treat all cases of large scale econo- 


Edward Chamberlin. The Theory oj Monopolistic Competition, Appendix B. 
«Mrs Robinson. -Economics of Imperfect Competition*', p 334. 
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mies under the heading of indivisibility”. 7 According to this traditional 
approach, most of the factors are lumpy and hence can produce more output 
without any additional cost. This means that the unit cost will decline with 
more output. It is, therefore, argued that in case factors of production are 
perfectly divisible, small scale production will be as good and as efficient as 
large scale production, and the economies of scale would not come into 
existence. Whatever be the reason—whether the emphasis is on specialisation or 
on indivisibility or on both—the fact is that increasing returns or correspond¬ 
ingly declining costs per unit are met with when a firm expands its operation 
over a long period of time. These are due to internal economics of production. 
When the firm gets maximum of internal economies, it experiences minimum of 
costs. This is known as the optimum point of production and such a firm is 
said to be an optimum firm. 

Eventually, however, if the firm expands far enough, the economies of large 
scale production will be exhausted and a phase of constant returns and constant 
costs will be met with. In those industries in which little capital equipment is 
used and thus few economies of large scale production are available, the stage of 
constant average cost will be encountered at relatively low levels of output. In 
cases where there are important indivisibilities and gains from labour specialisa¬ 
tion, constant average cost will be encountered only after a long phase of 
decreasing cost. Eventually, if expansion is carried through far enough, decreas¬ 
ing returns to scale or increasing costs are met with. 

There is again difference between Prof. Chamberlin and other economists 
regarding the upward slope of the LAC curves. According to Prof. Chamberlin, 
beyond the optimum size of the firm an increase in the size of production will 
result in rising unit cost because of the difficulties of management. When the 
scale of operations exceeds a certain limit the efficiency of management may not 
be as good as before. For instance, when the scale of operations is too large, 
the firm may have to employ more assistants and supervisors and, therefore, the 
top management may find it difficult to control and bring about proper coordi¬ 
nation. Larger than optimum size will, therefore, involve more bureaucracy, 
more red tape and larger chain of communication and command between men 
at the top and those on the production line. Management becomes more 
cumbersome and, therefore, is less efficient. These defects of management 
more than offset the economies of scale enjoyed by the firm as it expands its 
scale of production. The result is rise in the LAC. Thus Prof. Chamberlin 
explains the upward slope of the LAC curve in terms of diseconomies arising 
mainly out of inefficiency of management. 

Mrs. Robinson, on the other hand, argues that management is an indivisible 
factor and that even if all other factors can be increased, management cannot 
be so increased. Managerial functions of decision making and ultimate control 
are indivisible and cannot be increased. When the size of the firm reaches the 
stage at which the managerial ability is best utilised, further increases in the size 
of the firm through addition of all other factors cause increases in the LAC of 
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production. According to this view there is a certain optimum proportion 
between management (as a factor) and other factors and when that optimum 
point is reached, further increases in other factors to the fixed management 
means that the proportion between the factors is moved away from the optimum. 
This fact explains rise in the LAC. According to Mrs. Robinson the LAC is 
explained by the law of variable proportions—the diminishing returns to scale or 
increasing cost to scale is only a special case of the law of variable returns. 

Thus, the typical long run average cost declines at first, remains constant 
for a particular range of output and then rises. It is shaped. But there 
can be different shapes of long run AC curves. From firm to firm and industry 
to industry, there are significant differences in the size and scale of production. 
On the one extreme, the long run AC curve may be very wide and flat-bottomed 
showing no cost variation over a 
considerable range of output as is 
shown in Fig. 17.10. In this figure, 
the long run AC curve is flat- 
bottomed between A and B showing 
that cost remains constant between 
this range of output. This may be 
the result of divisibility and flexi¬ 
bility. In certain industries, plant 
and equipment permit a considerable 
degree of divisibility. When output 
is small, part of the plant can be 
shut down; when production rises, 
more of the plant and machinery 
can be put into operation. Over a 
wide range of output, the plant and 

equipment can be used fairly efficiently; and total costs of production will be 
nearly proportional to the volume of output; the AC will tend to be constant after 
the minimum cost level is reached. 

In certain industries, built-in-flexibility can be introduced i. e., plant and 
equipment may be designed to accommodate varying outputs to make different 
types of products. A good example is a steel mill, in which machines may be 
used to turn out several widths, thicknesses, lengths and types of materials used. 
The resources employed in a steel mill are flexible and versatile and not specific. 
Empirical investigations show that for the production of varying amounts of 
different varieties of products, the unit cost of using flexible resources is lower 
than the use of specified resources. Thus, divisibility and flexibility may be 
responsible for linear AC curves at best for a large range of output. 

The other extreme to linear AC cui^e is the curve which is V-shaped, as 
shown in Fig. 17.11. Such a cost curve reveals an abrupt change from internal 
economies and diminishing cost to internal diseconomies and increasing cost 
of production. In Fig. 17.11 the long run AC curve indicates that increasing 
and decreasing physical returns are quite rapid and that only one critical rate 
of plant and equipment viz., at OQ there is any reasonable approach made to 
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the maximum efficiency of the firm. Between these two extremes, fall the general 
types of AC curves indicating the economies and diseconomies of production. 


Y 



Y 



Can the LAC be Horizontal? 

If all productive services are increased in a given proportion and if resultant 
output is also increased in the same proportion, we have a case of constant 
production function or constant cost. If inputs A + B produce a given output 
P, and if 2A 4-2B produce 2P, and if 3^ + 35 produce 3 P and so on, we have 
constant returns or constant cost to scale of production. This is illustrated in 
Fig. 17.12. In this figure. Line AB is tangent to the lowest point of the w 
shaped SAC curves relevant for each plant. Line AB may be taken as the long- 
run average cost curve {LAC) because it represents the different preferred 
positions of the firm, if it has sufficient time to vary all the factors of produc¬ 
tion. It is interesting to observe that under constant returns or constant cost 
function, every plant size is equally efficient (as the lowest AC point is the same 
in all cases). The firm is, therefore, indifferent to the size of the plant. 

Mrs. Robinson. Stigler, Kaldor and others are of the view that when all the 
factors of production are perfectly divisible, there would be neither internal 
economics (so diminishing costs) nor internal diseconomies (and so increasing 
costs). In such a case the LAC will tend to be horizontal. A horizontal LAC 
is theoretically possible but in practice it may be difficult to achieve it. There 
are two practical difficulties. In the first place, there are indivisibilities in the 
productive agents. In a general way, it may not be possible to increase all of 
the factors in a given proportion. Secondly, there can be greater scope for 
specialisation among labour, management and other inputs. It is thus clear that 
constant cost to scale of production is not possible. In the words of Professor 
George Stigler: “Constant returns is not a necessary characteristic of the 
production function." 


Marginal Cost in the Long Period 

A long run marginal cost curve can be derived from the long run average 
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cost curve. The long run marginal cost curve represents the cost of an addi¬ 
tional unit of output when all productive services vary. The LMC curve can be 
derived in two ways: 

(a) From the long run total cost : The slope of the long run total curve at a given 
output indicates the LMC for that output. 

(6) From the long run average cost: Just as the SMC is related to the SAC, 
similarly the LMC is related to the LAC and, therefore, we can derive the LMC 
directly from the LAC In Fig. 17.13 we are showing the derivation of the LMC 
from the LAC. 

In Fig. 17.13 we have taken three plant sizes (for the sake of simplicity) and 
the corresponding three SAC and SMC curves. The LAC curve is drawn by 
enveloping the family of SAC curves. 

The points of tangency between the 
SAC and the LAC curves indicate 
different outputs for different plant 
sizes. 

Now, suppose the firm wants to 
produce OQ output in the long run 
it will have to choose the plant size 
corresponding to SACi at which the 
LAC curve is tangent to SAC X at 
point A. Corresponding to this tan¬ 
gency point A t there is point B on 
the SMC, curve. If LAC curve is 
tangent to SAC X curve at point A t 
the corresponding LMC curve will have to be equal to SMC, curve at point B. 
In other words, where LAC is equal to a SAC curve (for a given output) the 
LMC will have to be equal to a given SMC. For output OQ: 

LAC=QA 

LMC=QB 

In the same way, if output OR is to be produced in the long run, it will be 
done at point C which is the point of tangency between SAC t and the LAC. At 
point C, the short-run average cost (SAC 2 ) and the short-run marginal cost 
(SMC,) are equal, and, therefore, the LAC for output OR is RC and the corres¬ 
ponding LMC is also the same (RC); the LMC curve will pass through point C. 
Finally for output OS, the LAC is the point of tangency between SACz and 
LAC curve, vir., point D. The SMC, corresponding to SAC 3 for the output of 
OS is given by the point F— which is the point through which the LMC curve 
will pass. For output OS, therefore, 

LAC=SD 

LMC=SF 

4. EXTERNAL ECONOMIES AND COST CURVES OF THE FIRM 

Externa* economies or diseconomies which are actually outside the control of a 
firm will affect the cost of the firm. External economies or advantages in 
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Quantity of Output 
Fig. 17.14 


production help to decrease the 
firm’s production costs and 
external diseconomies or dis¬ 
advantages have the opposite 
effect of pushing up the firm’s 
production costs. Fig. 17.14 
illustrates the influence of ex¬ 
ternal economies. 

In Fig. 17.14 the AC and 
MC are given as solid lines, 
when the firm experiences ex¬ 
ternal economies, as a result 
of which, it is able to secure 
various factor services at lower 
prices, the AC and MC curves 
will be pushed downwards— 


the dotted lines in Fig. 17.14. On the other hand, a rise in factor prices will push 
up the AC and AfCcurves. 
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APPENDIX 


POPULATION THEORY AND PLANNING 


1. MALTHUSIAN THEORY OF POPULATION 

A LTHOUGH stray thoughts had been expressed in the past on the issue of 

population, however, it was not until the anonymous release of a brochure 
entitled “Essay on the Principle of Population as it affects the Future Improve¬ 
ment of the Society’* from the pen of a young clergyman—named Thomas 
Robert Malthus—living in a country parish in 1798 that the study of the popu¬ 
lation problem attracted world-wide attention and took the shape of a definite 
theory. The publication of this brochure depicting the principle of the growth 
of population in relation to an increase in food supply set loose an avalanche of 
controversy throughout the world. 

The salient arguments of Malthus’ book which give in a nutshell his whole 
thesis are given in his own words thus: 

(i) “The power of population is indefinitely greater than the power in the 
earth to produce for men.’’ 

(//) “Population when unchecked increases in a geometrical ratio. A slight 
acquaintance with numbers will show the immensity of the first power in 
comparison of the second." 

(///) “By the law of our nature which makes food necessary to the life of man, 
the effects of these two unequal powers must be kept equal.’’ 

(/v) “This implies a strong and constantly operating check on population 
from the difficulty of subsistence " 

(v) “This natural inequality of the two powers of population and of produc¬ 
tion in the earth, and the great law of our nature which must constantly 
keep their effects equal, forms the great difficulty that to me appears insur¬ 
mountable in the way to the perfectability of society.” 1 

The entire edifice of Malthusian theory of population rests upon three central 

(/) The Rate of Growth of Population. According to Malthus, left to itself, 
the population increases in geometrical progression i. e., in the ratio of 
1 : 2 : 4:8: 16 : 32 etc., where each subsequent series is a clear multiplication 
of the previous one. 

IT. R. Malthus. An Essay on Population. Vol , I, Book I, 7th ed. London, 1944. 


Population Theory and Planning 269 

(,7) The Rate of Growth of the Means of Subsistence. According to Malthus 
while the growth of population takes place in geometrical progression, the 
means of subsistence increase only in arithmetical progression, i. e. t in the ratio 
of 1 : 2 : 3 : 4 : 5 : 6 : 7 : 8 etc., where each subsequent series is merely an 
addition by one over the previous one. Each of the series refers to a period of 
about 25 years. A mere glance at the figures is enough to bring home the idea 
of* the population doubling itself after every twenty-five years, but the means of 
subsistence merely increasing at a progressively declining percentage during the 

same period. Malthus stated: “Taking the whole earth.and supposing the 

present population equal to a thousand millions. The human species would 
increase as the numbers 1, 2, 4, 8, 16, 32, 64, 128, 256 and subsistence as 1,2, 
3, 4, 5, 6, 7, 8, 9. In two centuries the population would be to the means of 
subsistence as 256 to 9; in three centuries as 4096 to 13 and in two thousand 
years the difference would be almost incalculable.’* 

(iii) The Checks to Population . The increase in geometrical ratio in popu¬ 
lation and arithmetical ratio in the means of subsistence tends to disturb the 
balance between the population and the food supply. The increase in the for¬ 
mer in course of time tends to outpace the increase in the latter. The imbalance 
so caused between the population and the food supply is corrected (a) compul¬ 
sorily by the operation of the positive or natural checks: and ( b) optionally, 
through the operation of preventive checks. The former, which arc natural, 
operate through want, misery, diseases, wars, earthquakes, floods, draughts and 
the like natural calamities which are a sort of "bolt from the blue*' and cause 
untold hardships to mankiod. The latter types of checks arc man made and 
consist of artificial devices such as celibacy, late marriages, practice of moral 
restraint, etc., to keep the population well within limits. Preventive checks are 
better than positive checks which are crude. They are indicati\e of higher 
civilization and avoid much hardship to humanity. Malthus exhorts mankind to 
practise preventive checks in order to escape the wrath of nature. The Malthusian 
theory of population can be explained by means of a simple chart thus: 
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Thus, Malthusian law of population expressed in most simple language states 
that there is an inherent tendency among living beings in general, includiug man¬ 
kind, to multiply their race with an astonishing rapidity when left free to them¬ 
selves, such that in course of time, the growth of population becomes so 
alarmingly rapid that the growth in the means of subsistence fails to keep pace 
with it. The outcome of all this is that the active force of natural calamities 
like earthquakes, diseases wars, famines, etc., are set in operation to mitigate 
growth of population. These natural calamities are termed ‘positive checks by 
Malthus. These positive checks continue to operate freely until once again a 
perfect harmony is established between population that just manages to survive 
and the available means of subsistence. The periodical recurrence of these 
positive checks is inevitable so long as human race continues to act blindly 
under natural instinct. 

Malthus knew that the whole process of operation of positive checks is most 
horrible and inflicts severe pains on mankind in its awake. Thus, it was only 
wise and rational for people to seek an escape from positive checks as soon as 
possible. Malthus knew that it was quite possible for men to avoid the active 
operation of the positive checks from their midst and the way to such avoidance 
was in their own hands. They could avoid ugly positive checks and improve 
their lot by exercising self-restraint, practising celibacy and late marriage. All 
these are termed ‘preventive checks’ by Malthus and strongly pleads for their 
adoption since they arc lesser of the two evils and display an act of wisdom on 
the part of the people.* It should be emphasised here that Malthus advocated 
moral restraint to prevent overpopulation—moral restraint is a virtue ordained 
by not only Christianity but by all major religions of the world. 


Critical Evaluation of the Malthusian Theory 

Malthus started off a raging controversy which shows little signs of dying 
down. During the past two centuries, Malthusian theory of population is 
probably the most criticised and at the same time the most defended, in all 
economic literature. In fact, no doctrine was ever so much reviled since 
William Godwin’s memorable description of it as “that black and terrible demon 
that is always ready to stifle the hopes of humanity.” 

In the first place it is argued that Malthus* contention regarding population 
growing in the geometrical progression is open to severe doubt and is not at all 
free from challenge. The demographic records do not support him. Doubling 
implies four persons to reach the age of marriage which cannot be possible 
without normally presuming six births in a family, if allowance is made for an 
inevitable waste resulting from infant mortality. This figure of six births in a 
family, it is argued by opponents, is abnormally high and cannot be sustained 


-As from the laws of nature it appeared that some check to population must exist, it was 
better that this check should arise from a foresight of the difficulties attending a family and 

.hr fear of dependent poverty than from actual presence of want and sickness.to the 

Christian I wuld say that the scriptures most clearly and precisely point it out to usas our 
d u tv^to^es t rainour passions within the bound of reason; and it is a palpable disobedience 
O? this taw to indulge our desires in such a manner as reason tells us w„> unavoidably end tn 
misery." Malthus, An Essay on Population, 2nd Ed. 
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by facts. Malthus's geometrical ratio can, however, be defended. According to 
Malthus, an “unchecked” population will double itself every 25 years. An 
unchecked population implies the existence of a society in which war has been 
abolished and all preventable diseases prevented, in which all economic barriers 
to early marriage have been removed, and in which artificial limitation of the 
family is not practised. It is in such a society that population will double itself. 

Secondly, it is argued that population does not double itself after every 
twenty-five years’ interval as contended by Malthus. It is more rational to 
compute to a century only three generations each extending over a period of 
about thirty-three years instead of four, divided each into twenty-five years as 
Malthus did. But this criticism does not refute the basic conclusion of the 
theory viz., the geometrical trend of the population growth. On the contrary, it 
rather supports it. It is not of much significance for our purpose if the period- 
interval between two series of lengthened from 25 to 33 years of the ratio is 
reduced from 2 to 1*5 or even something between 15 and I. The only effect of 
such changes will be that the growth of population will be little slower but its 
geometrical character will still remain. 

Thirdly, critics point out that the series representing the growth of the means 
of subsistence in arithmetical progression is incorrect, arbitrary and does not 
correspond to the law of reproduction. On the contrary, it seems to give it the 
lie, for in short, the term ‘means of subsistence’ refers to the vast species of ani¬ 
mal and vegetable kingdoms that reproduce themselves according to the same 
laws as human beings, only at comparatively faster rate. The power of repro¬ 
duction among plants like corn or potatoes or among animals like fowl, herrings, 
sheep or even cattle far surpasses that of man. Malthus would have shown 
difficulty in answering this criticism by saying that this power of reproduction 
possessed by the means of substance is in reality confined to a very limited area 
of habitable globe. It is further restricted by the difficulty of obtaining proper 
nourishment and by the struggle for existence so commonly found among the 
lower order of living species. The critics might disregard that point by arguing 
that if exceptions are allowed in one case why not also in the other? They 
might further argue, and not unreasonably, that they are presented with two 
different things. The first shows how the rate of reproduction need not nece¬ 
ssarily be less rapid among the plants and animals than it is among men. The 
other expresses what actually happens by showing that the obstacles to indelinite 
multiplication of men arc not less numerous than the difficulties in the way of an 
indefinite multiplication of vegetables or animals. 

Fourthly, Malthus, it seems, based his arithmetical ratio on what came to be 
called later as the law of diminishing returns. The properties of land were such 
that additional doses of labour and capital applied to land would not bring about 
a coiresponding increase in the produce of land. Hence, Malthus thought that 
land, at best could be forced to increase the supply of food in an arithmetical 
ratio. However, the increased use of chemical fertilisers, introduction of 
mechanical aids and application of artificial irrigation facilities, introduction of 
mechanical aid application of artificial irrigation facilities—all these have been 
responsible for tremendous increase in food production in many countries. As 
McCleary correctly put it: “The ratio as he stated adds nothing of scientific 
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value to the argument. On the contrary, the arithmetical ratio is the most 
vulnerable point in the Malthusian theory of population, the point most easy to 
attack and most difficult to defend.” 3 

Fifthly, Malthus did not foresee many of the fundamental changes which were 
already being felt in his own time. Lacking foresight, Malthus took a gloomy 
view of man’s capacity to provide subsistence for increasing population. For 
instance, Malthus did not foresee the amazing outburst of population growth in 
the nineteenth century, during which period the population of England increased 
from 10 million (in 1801) to 37 million (in 1901). Malthus’s gloomy view of 
population was the result of his conception of the law of diminishing returns. 
He could not conceive of a population which could increase so rapidly and at 
the same time enjoy high standard of living. The prosperity of England in the 
nineteenth century was due to the extraordinary expansion of transport and 
communication which made possible an industrial revolution. Agriculture lost 
its importance but imported food was in plenty. All this prosperity and high 
standard of living had been directly due to an increase in the size of population. 
Apart from the fact that Malthus did not foresee all these results (why 
even J.S. Mill, 30 years after Malthus, did not foresee these results), he may be 
justifiably criticised for his failure to show the influence of population growth 
upon material welfare. Malthus did not fully realise that a considerable increase 
of population might be necessary to reap the maximum advantages from the 
division of labour and improved methods of production. 

Sixthly, Malthus failed to understand and emphasise the importance of the 
principle increasing returns—an increase of labour and capital resulting in 
improved organisation would increase output. The modern application ol 
machinery to agriculture to meet the increasing demand of an increasing popu¬ 
lation has greatly reduced the number of workers required for the production of 
a given quantity of produce. Malthus admitted in his controversy with Senior 
that under certain conditions subsistence did increase faster than population but 
he thought that such conditions were exceptional. Malthus did not foresee the 
tremendous capacity of mankind when equipped with the knowledge and 
implements of modern civilisation to produce subsistence. 

Finally Nassau Senior, the most logical of all classical writers, brought out 
certain basic defects of the teachings of Malthus and his disciples. In his 
correspondence with Malthus, Senior wrote thus: “Tfte majority of your 
(Malthus) readers seem to believe that the expansive power of population is a 

source of evil incapable not only of being subdued but even of being mitigated. 
They consider not man as he is, but as he would be if he had neither foresight 

nor ambition; neither the wise nor the fear to sink in society. .because 

additional numbers may bring poverty, it has been supposed that they necessa- 
rilv will do so. Because increased means of subsistence may be followed and 
neutralised by a proportionate increase in the number of persons to be subsisted. 

it hScen supposed that such will necessarily happen.. found that the prin- 

1 i ^fnonulationmade the stalking horse of negligence and injustice, the 

P»i« -or 

*G. F. McClcnry. The Malthusian Population Theory, pp. 111-112. 
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more productive. _ 

The basic question is—do all these arguments refute Malthus’ famous law. It 
would be quite correct to say that the law of population is true even today and 
has successfully withstood the test of time. No one can deny that living beings 
of every kind including human beings left to themselves multiply at a very rapid 
rate. The increase in industrial products on the other hand, is limited by the 
numerous conditions which govern all production, i. e by the amount of space, 
raw material, labour and capital etc., available. It is widely held that the 
regions of the world suitable for agriculture are inadequate to supply the needs 
of mankind. But there are many who believe that world's resources arc 
so vast and man’s inventiveness so unlimited that whatever be the rate of 
countries, the earth will be able to feed the growing population. But in certain 
countries and at certain times there can be possibilities of overpopulation in 
the Malthusian sense. Many countries of Asia arc specially mentioned in this 
connection. 

If the growth of population has not outstripped the increase in wealth, but has 
actually lagged behind it, as is very often pleaded by critics, it is because popu¬ 
lation is voluntarily limited. However, almost in every country, particularly in 
the East where preventive checks have not been resorted to, the danger of over¬ 
population looms large to such an extent lha' the use of restraint, various 
contraceptives and birth control methods are very strongly recommended both 
by governments as well as by private organisations. The gems of truth in 
Malthus’ doctrine are important even today for understanding the population 
behaviour of India, China and other parts of the globe where the balance 
of numbers and food supply is a vital factor. In many countries of the world 
faced with the problem of overpopulation even legislation has been enacted 
prohibiting people from marrying below certain age limits. Thus, once these 
facts are carefully studied by critics in their true perspective, Malthus comes 
into his own again, ana begins to play the role of a true prophet of the modern 
age. 

The population question has lost none of its importance today although it 
has somewhat changed its aspect. Preventive checks are in full swing in every 
country of the world and the problem of effecting regular and universal decline 
in the birth rate has attracted economists’ and statesmen’s attention throughout 
the world. What else besides the universality and unassailable nature of 
Malthusian theory do the present attempts carried in all the countries of the 
world for a continuous decline in the birth rate prove? Why are people everywhere 
anxious to limit the number of children by resorting to birth control and other 
such artificial devices if they do not fear overpopulation and its unpleasant 
consequences? It remains a truism of as great a force today as it ever had been 
in the past (and it will continue to be so in future) that Malthusian theory of 
population despite a series of severe criticisms showered on it by critics is unassail¬ 
able. 
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2. THE THEORY OF OPTIMUM POPULATION 


Reaction against Malihus’ theory began (o find expression in the form of articles 
stating that a growing population was not always necessarily an evil. It began to 
be strongly argued that a growing population at times was a necessary national 
asset as, without it, the economic development of the country was difficult. In new 
countries with sparse density of population, every increase in population has 
been accompanied by a rise in average productivity. On the contrary, in old 
countries population having already reached the saturation point, every increase 
in population has helped to diminish the average productivity of the people. 
The theory of optimum population seeks to study the problem of the desirability 
or otherwise of an increase in population in the context of the economic condi¬ 
tions of a particular country before arriving at a conclusion. Thus, whereas 
Malthus’ approach to population problem was general, optimum population 
theory's approach to the problem is both particular and balanced. It was 
Sidgwick who, in his Principles of Political Economy laid the first foundation 
of optimum theory. After Sidgwick, the study of the problem was taken up by 
Dr. Edwin Cannan who used the word ‘optimum’ and dealt with it in a more 
systematic manner. In recent years Robbins, Dalton and Carr-Saunders have 
done much to popularise the Theory of Optimum Population. 

The optimum population theory attempts to define an economically ideal size 
of population for a country. It studies the population problem—the problem 
of overpopulation, ideal population or undcrpopulation—in a country in rela¬ 
tionship to the changes cither increase or decrease, in the per capita real income. 
It emphasises the fact that the problem of population is both quantitative as well 
qualitative in nature, whereas to Malthus it appeared to be only quantitative in 
aspect. Stated briefly, “the theory refers to the optimum or best or most desira¬ 
ble size of a country's population when a country’s population is neither too 
large nor too small but just that much which the country ought to have. Given 
the size of natural resources, slock of capital and the state of technical knowledge 
there will be a definite size of population corresponding to which the per capita 
real income—income in terms of goods and services-will be the optimum or 
highest. Any increase beyond or decrease below this ‘ideal’ size will only cause 
a diminution in the per capita real income in the country. The optimum point 
can therefore, be defined as the point corresponding to which per capita real 
income is the highest. The optimum point is that which enables the community 
to produce the largest amount of goods and services per head. It is not 
a point which enables maximum total production of wealth in the community bu 
it considers it as its guide to the average of each inhabitant out of the total 


P Carr-Saunders has defined optimum population as “that population which 

produces maximum economic welfare.Maximum economic welfare .s not 

necessarily the same as maximum real income per head but for Pineal pur¬ 
poses they may be taken as equivalent.”* So long as the increase m population 
leads to higher income per head, the country presents a case ol under-populat.on. 


-Carr-Saunders. World Population, p. 330. 
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and thus the increase of population is desirable and beneficial to the com¬ 
munity; if, on the other hand, the 
increase of population is followed 
by a diminution of the real income 
per head, then it is an indica¬ 
tion of overpopulation and decrease 
in population will be desirable or 
rather necessary in the economic 
interests of the country. But over¬ 
population and underpopulation are 
the stages of maladjustment between 
the natural resources and people, 
resulting in lower income and stand¬ 
ard of living in the country. Accord- 
Fig. a.I ing to Edwin Cannan, *‘at any given 

time, increase of labour upto a ceriain point is attended by increasing propor¬ 
tionate returns and beyond that point further increase of labour is attended by 
diminishing proportionate returns.*’* The per capita income would be the highest 
at the point, where the average product begins to fall. It is this point that has 
rightly been called the point of highest returns or optimum population and can 
be illustrated by means of a curve as shown in Fig. A.l. 

In Fig. A.l, AP is the curve of the real income or average product per head. 
Upto OQ every increase in population is accompanied by an increase in the per 
capita a\erage product. When the population is OQ, the per capita average 
product is RQ which is the maximum; for all ranges both to the right and left of 
Q, the per capita average product is less then RQ. Beyond Q, every increase of 
population if accompanied by a diminution in the real income per head. The 
trend of production is reversed and diminishing returns will set in. Thus beyond 
Q every increase in population will create the problem of overpopulation. So 
long as the real income per head does not become RQ, increase in population is 
decidedly desirable but once the real income per head has become RQ any subse¬ 
quent increase in population should be discouraged. Any deviation from the 
optimum population point is an indicator of maladjustment through cither under¬ 
population or overpopulation which can be measured by means of a formula 
thus: 



M - 

where M stands for maladjustment; A for actual population and O for optimum 
population IfAf.spositive.it is a case of overpopulation; whereas, if it is 
negative, the country is underpopulated. Only when M is zero, the country will 
he neither suffering from the problem of overpopulation nor underpopulation 
and the actual populat.on will be equivalent to the optimum or ideal 
population. 


•Edwin Cannan. Wealth (3rd Edition), p. 56. 
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In spite of the fact that a great advance has been made in the science of 
demography with the development of the theory of optimum population, polemical 
discussions are not rare regarding the concept of optimum population. 
Different economists have given different meanings to the concept of optimum. 
Thus, while according to Dalton "optimum population is that which gives the 
maximum income per head”, Robbins defines it as ‘‘the population which just 
makes the maximum returns possible”. While Robbins reconciles the concept 
of optimum or best population with the concept of maximum possible returns, 
Dalton conceives of it in terms of maximum per capita income. The differences 
between the two sets of opinions flows mainly from the differences of 
approach which the two economists have taken towards the concept of ‘optimum. 

The theory of optimum population propounded by modern economists is 
indeed an important landmark in the science of demography. It is an improve¬ 
ment over the famous Malthusian theory in more than one respect. While 
for Malthus an increase in population may always be bad and source of danger 
to human happiness, the optimum theory says that population growth is neither 
always good nor always bad. There may be situations in which an increase in 
population contrary to Malthusian postulates maybe socially desirable. The 
theory of optimum population by taking a rational and balanced approach 
to the problem of population has helped in reducing the magnitude and 
intensity of dangers inherent in the fears of overpopulation that persistently 


haunt people’s mind. 

While the famous Malthusian theory is dogmatic, the optimum theory is 
pragmatic. The problem of population to Malthus's mind was always one of 
mere numbers; the theory of optimum population, however, looks at the problem 
both in its qualitative as well as quantitative aspects. The question of over¬ 
population or underpopulation must be studied tn (elation to Ithe state o, 
development of a particular country's natural resources. Unlike the population 
theory of Malthus. the theory of optimum population focuses attention on 
important fact that the problem of population is not one of mere size » rebtmn 
to food supply, but of efficient production and equitable distribution. While 
Malthus was unduly afraid of the 'mouth- of new born babies considermg the 
hands 'sterile' the optimum theory, while not ignoring the fact of the mouths 
does * not consider "he hands to be always sterile. While Malthusian theory 

sounds a note of pessimism, the theory of optimum population suffers neither 
from^ pessimism ^or from optimism but adopts a rational attitude towards he 
problem of population. While Malthusian theory is static, the lheor * of 
population " dynamic. It believes ,n the dynamic nature of man and does no. 
Lore the importance of environment in moulding the character of man 

According l the optimum theory of population, if the actual population of a 

—; --ss issisSr s." «. m- 

goes beyond the optimum limit that the danger o. P P grow|h 

ZEST?S- Malthusian theory an increase in population 
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* no, always a curse nor always a blessing. The concept of the °P~ e " ab ’' 
us to understand the movements in populate .n the,, true perspeci^ 
times a large population facilitates economic co-opcrat.on and sl ' mula '«‘ 
production. Increasing population provides an ever-expandmg market that 
guarantees profitable investment of capital. It makes for adap ability of the 
economic system. In a country with an ever-increasing population, the new 
generation is ready to lake up new jobs. The productive system suffers no 
setback or handicap. It quietly adapts itself to the new changes and the new 
needs. However, lest we might commit the blunder of falling to the other 

side, the concept of the optimum warns us that increasing population is desir¬ 
able only as long as the actual population is less than the stipulated optimunt 
i e only as long as the available man-power is insufficient for optimum 
economic expansion of the country’s resources. If the actual population exceeds 
the optimum, diminution will be desirable because it will yield better economic 
results. The optimum theory is decidedly an improvement over the famous 
Malthusian theory of population. 


Criticism of the Optimum Theory 

Despite its superiority over the famous Malthusian theory, the theory of 
optimum population is not altogether free from criticisms which rob it in a 
substantial manner of its practical utility. In the first place, the theory appears 
to be based on the assumption that the composition of the working population 
to total population, the habits and tastes of the people and the state of technical 
knowledge remain the same. But ours is a dynamic world where every 
minute, rather every second changes are taking place in the economic data. 
Our real world is characterised by all the five Clarkian generic changes. If the 
data which form the basis of calculation of the optimum, change, then the 
optimum itself will change. In the face of constantly changing optimum, it 
will not be possible to ascertain the optimum number for any country. Estimates 
of per capita income arc at best a shrewd guess. The concept of optimum 
population should, therefore, be applied to the study of population problem 
with great caution. The assumption of knowledge, resources and capital as 
being given at any given time is incorrect. Discoveries, advance of knowledge 
and application of previous knowledge to new fields arc like a perennial flow 
of water, and shift farther the point of maximum returns and consequently, 
the size of optimum population may increase. This fact is illustrated in 
Fig. A.2. 

In Fig. A.2, AP is the original curve of average real income per capita and 
OQ is the optimum population. APi and AP t curves relate to the average per 
capita real income after there has taken place changes in the state of knowledge 
through progress, etc., OQ x and OQ t are new optimum points after the change. 
Dotted curve RR X represents the path of the movement of the optimum popula¬ 
tion points (as a result of changes in economic data). The optimum population 
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theory by proceeding on the assumption that population changes while know¬ 
ledge and circumstances do not change reduces its own practical utility. In 

fact, changes in population them¬ 
selves change the point of optimum 
population. It is practically im¬ 
possible to say what the optimum 
population will be for a country' 
because the ‘optimum’ is ever-oscill¬ 
ating. The tempo of oscillation is 
likely to gather momentum in an 
economically developing country. 
For instance, India and other 
countries of South East Asia are on 
the march to economic prosperity 
and consequently, the optimum 
population point is constantly chang- 
Fi g . a. 2 ing in these countries. Slightly 

modifying the famous statement of Robbins regarding equilibrium, wc can state 
that there is no penumbra of approbation round optimum; optimum is just 
optimum. 

That there is no fixed optimal point may be cleat from the conflicting and 
contradictory optimal points fixed by population experts. Pearson and Harper 
estimated the world optimal population as 750 million on American standard 
of living as the criterion. 2.127 million on European standard and 2.831 million 
on Asiatic standard. Ballad, on the other hand, believes the world optimal 
population to be 2.300 million on American standard of living. 5,600 million on 
German standard of living and 22.400 million on the Japanese standard of 
living. Prof. East estimated the optimal population which the earth could 
support at 5,000 million. Penck, on the other hand, calculated “the highest 
thinkable number” as 15.000 million. These varying estimates (showing 300% 
difference for the same standard) only confirm our view that it is impossible to 
fix optimum population. The fundamental mistake of these estimates and fore¬ 
cast is that they are made in relation to known natural resources, considered 
statically, without consideration of future technical progress and discoveries. In 
other words, it is not possible to judge what population the earth or any parti¬ 
cular country can support from present conditions and knowledge. 

Secondly the theory is materialistic in objective. It focusses attention on the 
maximisation of real income per head of population However, while ■« cannot 
be denied that maximum per capita real income is an important indicator ot 
economic prosperity of any nation, it is not enough to give merely maximum 
average real income to the community. What is equally important and necessary 
is the fact that a country should possess an intelligent, healthy, educated and 
morally strong population. Any population policy wh.ch only ries to 
maxim.se the per capita real income in the country goes at ^'on'yhafway^n 
fulfilling the broader basic objective which cons.sls, along with the^maxims 
of per capita real income, in promoting the growth of healthy, intelligent, 
educated and morally strong population in the country. 
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strategic considerations. Small population equivalent to the optimum may be 
justified on economic grounds bu, in the mteres.s of defence. a.larger poptduon 
may be essential. In such a situation, if a country ts faced by an tmmment 
threat of war. then an increase in population-though, as a result ol , P 
capita real income might fall—is essential and the economist cannot cr.ttc.se it 
for. was it not Adam Smith who said defence is belter than opulence ? Thus. 

the optimum population theory is one-sided and cannot claim perfection. It i 

on account of these difficulties that the concept of the optimum population had 
been dubbed by some economists as futile and of little practical utility. 


3. THE THEORY OF DEMOGRAPHIC TRANSITION 

A new and popular theory of population has come to be known as the theory of 
Demographic Transition. According to this theory, a country passes through 
three stages of population growth. These three stages are: 

{a) The stage of high birth and death rates and consequently stable population. 

(b) The stage of high birth rate but declining death rale and consequently, 
rapid increase in population—‘ population explosion". 

(c) The stage of low birth and death rates and consequently low growth rate 
of population. 

These three stages of growth of population in a country—demographic transi¬ 
tion—can be explained as follows: 

First Stage of Demographic Transition . According to this theory, death 
rates arc high in the first stage of an agrarian economy on account of poor 
diets, primitive sanitation and absence of effective medical aid. Birth rates are 
also high in this stage as a consequence of widespread prevalance of illiteracy, 
absence of knowledge about family planning techniques, early age of marriage, 
deep-rooted social beliefs and customs about the size of the family, attitude 
towards children etc. Moreover in a primitive society, there are economic advant¬ 
ages of a large family size. 

In such a society the actual rate of growth of population is not high since the 
high birth rate is balanced by the high death rate. It is a stage of high growth 
potential but of low actual growth 

Second Stage of Demographic Transition. During the second stage, a county 
becomes a little more developed and as a result, there is an appreciable reduction 
in the death rate, due to (a) greater and more regular availability of food 
supplies, ( b ) more effective control of diseases and epidemics and (c) spread of 
life saving drugs and medicines. While the death rate is declining, the birth rate 
continues to be high because birth rate depends upon social customs and beliefs 
which do not change fast. Accordingly, there is a very rapid increase in popula¬ 
tion, which may be termed as population explosion. Rapidly increasing popula¬ 
tion puts a great strain on the economy of the country and eats up the fruits of 
economic growth. The living standard of the people may actually decline and 
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ihe country may be subject to regular and rather severe visitations of famine and 
droughts. This stage of population growth may last a few decades. The present 
day India is passing through such a stage of demographic transition for it shows 
all these above features. 

The Third Stage of Demographic Transition. Economic development further 
changes the character of the economy from an agrarian to a partially industria¬ 
lized one. With growth of industrialisation, population tends to shift away 
from rural areas towards industrial and commercial centres. Growth of urban 
population, along with the development of economic roles for women outside 
the home, tends to increase the possibility of economic mobility that can better 
be achieved with small families, and tends to decrease the economic advantages 
of a large family. One of the features of economic development is typically in¬ 
creasing urbanisation, and children are usually more of a burden and less of an 
asset in an urban setting than in a rural one. The desire to maintain reasonable 
standard of living tends to reduce the size of family in an industrialized economy 
since the death rate is already low this is possible only if birth rate falls. Thus, 
the characteristics of the third stage are low birth rate, low death rate, small 
family size and low growth rate of population. This is the stage of incipient 


decline of population. 

These three stages reveal the transformation of a primitive high birth and high 
death rate economy into a low birth and low death rate economy. When an 
economy shifts from the first stage to the second stage of demographic transition, 
an imbalance is created in the economy as a result of falling death rate but rela¬ 
tively stable birth rate. Historically it has been observed that death rate can be 
controlled more easily because the measures to reduce death rate are exgon- 
eous in nature and can be brought ab>ut by operating endogenous factors 
like changing social attitudes and customs, beliefs and dogmas about the size of 
the family, about marriage, etc. This requires a much longer time than the 
decline in death rate. Consequently, birth rates tend to fall after a time lag. 
The second stage of demographic evolution has. therefore, been termed as the 
stage of population explosion. This stage is the mo>t hazardous period for a 
developing economy. The decline in death rate in the second stage, therefore, 
creates an imbalance which requires a period of transition for adjustment. Thus 
the theory is termed as the theory of demographic transition. During tne 
period of transition the demographic factors gel out of harmony. A new 
constellation of demographic factors is brought about which changes the: charac¬ 
ter of society, birth and death rates become balanced at a lower level as a 
result of which growth rate of population also declines. Thus demography 

evolution of a society can be judged in terms of level and vanat.ons> °f b. 

and death rates in relation to the size of family and growth rate of population. 


4. THE BIOLOGICAL THEORY OF POPULATION 

Our discussion on the theories of population will remain incomplete without a 
discussion, in br.efat least, of,he Biologtcal Theory of °^"o 

with the name of the American biologist Raymond Pearl. This O' ^ 
known as the Iogistie curve theory of population since it is il u 
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help of a logistic curve-an S shaped curve. Professor Pearl 
fruit flies and observed that the number of fruit-flies at firs. Pre* rapidly there 
after the rate of growth became slow and probably even declined. But eve 
when the rate of growth declined, the new numbers happened lo b e m ^ e 'han 
the original. After this, the population starts increasing once again repeating 

'^Thlfbiological theory of population tells us that the periods of rapid and slow 
growth in population occur almost in cyclical fashion. A. certain P«iodI of 
time population may actually tend to decrease but the general over-all tenden y 
in population is one of continuous growth. In a single sentence the essence of 
the theory can be stated thus: "Population wanes and waxes, rises and falls and 
increases rapidly or slowly but on the whole it is ever-rising. 

The biological theory of Raymond Pearl has been exploited by the followers 
of Malthus to prove their case. In fact, the biological theory has gone a long 
way to uphold the conclusion of Malthus that population is ever-increasing 
Pearl has studied the history of population growth in France, Germany and 
U S.A. to confirm his conclusions. However, in all fairness to Pearl, it may be 
said that he was only a biologist and the biological aspect of population is 
different from its economic aspect. It may not always be correct to apply the 
law that is valid for lower species to human beings. The theory does not recog¬ 
nise the great significance that environment has in changing the ideas, nature and 
character of man. The theory sounds a note of undue pessimism without care¬ 
fully studying the nature and prospects of increase in food in the world. However, 
in spite of its typical weaknesses, the biological theory of population explains the 
basic truth of the increase in population through history. 

5. POPULATION PLANNING IN INDIA 


The role of population in the economic development of a country depends 
upon the nature of the country, the stage of economic development of a 
country and so on. In the early 19th century, rapid increase of population 
stimulated economic growth in England and other European countries, by pro¬ 
viding the much needed labour supply for industrialisation. Even today, 
countries like Australia and New Zealand which are able to command sufficient 
amount of capital are handicapped by the shortage of labour. Economic growth 
of these countries will naturally be helped by increase in population. In under¬ 
developed countries of Asia the problem of population is quite different. These 
countries have very large populations and have high rate of increase in population. 
It has been a great strain on the economics of these countries to produce sufficient 
quantities of basic goods to maintain their large populations on minimum of 
subsistence. Any economic growth is. naturally, out of the question. Far from 
helping the process of development, a fast increasing population in a developing 
country may actually hinder economic growth. Keeping this basic fact in mind 
we can study the significance of a fast expanding population on the development 
of a developing economy. 

(i) Population and Growth of National Income. During the last 15 years (/. e., 
1950-51 and 1965-66) national income of India rose by 63.7 per cent but on 
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account of the rise in population by about 35 per cent, per capita income rose 
by only 20.4 per cent (at 1948-49 prices) The annual average growth rate in 
national income works out to be 3.3 per cent (compound) and in per capita in¬ 
come to be 1.2 per cent. The optimum increase in national income should be 
about 7.5 per cent per annum. But in case population continues to increase at 
the rate of about 2.5 per cent for the next few decades, the overall increase in 
per capita income will be significantly retarded. 

(ii) Population and Development of Agriculture. Most underdeveloped countries 
are basically agricultural economies, with very little of industrial base. In India 
over 70 per cent of the people derive their livelihood from agriculture. Already 
the pressure of population on land is very high and it has reduced the area of 
cultivated land per head of farming population. For instance, between 1921 
and 1961 the cultivated area per capita has dropped from 111 cents to 75 cents. 

If there is any further expansion in population, the additional number has no 
other alternative but to fall back on agriculture. This will also create the 
problem of declining productivity of labour and consequent depression of agri¬ 
culture. 

(Hi) Population and Food Supply. Ever since Malthus wrote his celebrated 
Essay on Population, attention was focussed on the problem of population 
versus food supply. The demand for food, as estimated by a recent study of 
the Reserve Bank of India, will rise to 152 million tonnes by 1975-76. A major 
portion of the increase in demand is attributed to rise in population which will ^ 
touch a figure of 63 crores by 1975-76. Increase in demand is also expected 
from an increase in income and reduction in the degree of under nutrition which 
exists at present. The experience of rise in production indicates clearly that 
total food production is lagging far behind demand. Obviously, it implies that 
the rise in productivity is being used to feed the vast increase in numbers taking 
place. It also emphasizes the degree of our dependence on food imports today 
and in the coming years. Since a major part of the increase in population takes 
place in the rural areas, it also signifies that the share of family consumption 
in total food production will increase and much less will be left over as market¬ 
able surplus to feed the urban population. 

(rv) Population and the Burden oj Unproductive Consumers. In every-country 
ther© are (a) productive consumers viz., those who work and contribute to 
national income and (b) unproductive consumers, viz., those who are not engaged 
in any employment. Broadly speaking, children, old persons and a part of the 
population in the age group 15-59 which docs not seek employment may be 
included among the non-productive consumers. According to the 1961 census, 
the number of productive consumers in India was 188 million or about 43 per 
cent and the total nonworking population or unproductive consumers numbered ^ 
251 million or 57 per cent. With rapid increase in population there is a high 

possibility of increase in unproductive consumers. 

(k) Population and Unemployment. Increase of population may not be much 
of a problem for an economically developed country, because the additional 
population can be easily put to productive work. But in an underdeveloped 
country increase of population creates serious problems of unemployment and 
t: ide* employment. Rising population is accompanied by a rise in the labour force 
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of the community. Hence, it makes the solution of the problem of unemploy¬ 
ment more difficult. For instance, the backlog of unemployment at the end ot 
the Second Five Year Plan period was about 9 million and unemployment 
was estimated to be 15-18 million. The additional labour force during the 
Third Plan was estimated at 17 million. Although the Third Five-Year Plan 
was expected to provide additional employment to about 14 million persons, 
yet the back-log of unemployment was estimated to be between 9 to 12 million 
persons. It is estimated that as many as 41 to 42 million people will be looking 
for jobs during the Fourth Plan period. The problem of unemployment will 
become far more difficult in the future. Obviously, a significant proportion of 
the national resources will have to be used to expand employment opportunities 
to absorb the increasing labour force and the back-log of unemployed left over 
due to the continuous pressure of a rapidly growing population. 

M) Increase of Population and Capital Formation. It is quite necessary that 
national income should grow at the same rate at which population is growing 
so that existing level of real per capita income is maintained. The present rate 
of growth of population in India is 2.5 per cent per annum. To maintain a 
constant per capita real income, national income must rise at the rate of 2.5 per 
cent per annum. To achieve this, heavy capital investment is necessary. The 
capital-output ratio for the Indian economy has been estimated at 3.1 for the 
Second Plan period which implies that 3.1 units of capital arc needed to bring 
about an increase of one unit of output. Thus in order to bring about an 
. ^increase of national income at the rate of 2.5 per cent, capital accumulation 
of the order of 7.75 per cent (/. 2 5x3.1) is necessary. The conclusion 

obviously is that to maintain the existing level of per capita income, assuming 
2.5 per cent per annum as the population growth rate, the economy has to invest 
at the rate of 7.75 per cent. This implies that very little is left over for raising 
the level of living of the masses. Recognising this fact, the Third Plan states: 
“In an underdeveloped economy with very Jittle capital per person, a high rate 
of population growth makes it even more difficult to step up the rate of saving 
which, in turn, largely determines the possibility of achieving higher productivity 
and incomes. Moreover, for a given investment, a large proportion will need to 
be devoted to the production of essential consumer goods at the expense of 
investment goods industries, thereby still further slowing down the potential rate 
of growth.*’ 7 

(vii) Population and the Burden of Education , Medical Care and Housing . 
Rising population increases the number of children and hence demands higher 
expenditure on education. There is no doubt that expenditure on education 
can be viewed as a social investment in men that ultimately enhances the 
productivity of the labour force, but it may be emphasised that the time-lag 
\n this respect is quite long, and hence the direct effect in raising output per 
unit of investment is very low. Expenditure per pupil is estimated at Rs. 98 
per year. The population in the age group 5 to 14 being 21.5 million, increase 
in expenditure on education will work out to be Rs. 213 crores per year. 

Besides this, if one takes into account the expenditure on university education 


’Planning Commission, Third Five Year Plan, p. 22 
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that will have to be increased as a result of pressures of pupils from the 
secondary schools, the total enhancement of expenditure on education will be 
still greater. 

* In addition to this, expenditure on medical care and public health will 
also call forth further investment. Not only that, the additional population 
has to be provided housing accommodation. Coale and Hoover have estimated 
that : “The total difference in outlays on housing and compulsory education 
over the 30-year period 1956-1986 adds up to a figure of the order of Rs 60 to * 
65 billion/'* 

From the above discussion, it is clear that a rapidly increasing population does 
not help in economic development but actually, proves to be a great hinderance. 

A very good case, therefore, can be made out for slowing down the rate of 
growth of population in countries like India. 


Decennial Growth of Population in India 


Year 

Population 
in Millions 

Decennial increase 
in Millions 

Growth 

Percentage 

1911 

236 

— 

— 

1941 

319 

40 

14.2 

1951 

361 

42 

13.3 

1961 

439 

78 

21.5 

1971 

547 

108 

24.6 


Upto 1911, the growth of population was not smooth and was interrupted by 
frequent famines and infectious diseases claiming a heavy toll of human lives. 
Since 1921 the growth of population, however, has been able to maintain a con¬ 
sistently upward curve. During the forty years following 1911, population has 
grown from roughly 25 crores to 44 crores. But during the last two decades 
(1951-71) the population of India exhibited an increase of 21.5 per cent and 24.6 
per cent respectively. This phenomenal growth of population and the anticipated 
increases in the coming two decades point out to the stage of population 
explosion in India. 

Those who believe that India is overpopulated argue that there can be only 
one solution to this problem, viz., contraceptives. As Dr. Chandrasekhar 
emphatically stated: “There is no other way out.” Since family planning viz., 
the restriction in the size of families through the use of contraceptives has been 
accepted widely in the country, we should see briefly the working of family 
planning programmes in India. 

The notion of family planning belongs to the realm of the science of demo- * 
rraphv Malthus had himself hinted at the necessity of family planning (although 
he did not use the term in his brochure) when he referred to the need of exerci¬ 
sing restraints and various other preventive checks to keep the size of a family 

BCoalc and Hoover, Population Growth and Economic Development in Low Income 

Countries, 1959, P- 254. 
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within limits. The idea of family planning through 

opposed by Mahatma Gandhi, and. in h,s time, by all Congressmen. But al 
his death, family planning has been widely accepted. Evcn 'eligious object^ 
have apparently been answered. As Dr. Chandrasekhar wrote. uur 

religion is not opposed to planned parenthood. Fortunately. all e '“' H '" 
reformers have been in favour of planned parenthood and today no Hindu need 
run foul of his conscience by practising contraception/ 9 
In India, efforts have been made to popularise the scheme of family planning, 
both at official and non-official levels. The scheme was given some impor- 
tance in the Second Five Year Plan. The Government appointed two committees 
to study the problem and advise them thereon. The help of the UNO has also 
been solicited. Films and posters to explain and popularise the scheme arc 
being used. Besides, clinical research studies are being carried on in Mysore, 
West Bengal and Delhi to advise people on matters relating to birth control and 
other family planning methods. Extensive field trials are now going on to dis¬ 
cover a foolproof and cheap oral contraceptive. For instance, the random 
sample surveys undertaken by the Family Planning Pilot Research Project in 
several U.P. villages go to indicate the favourable reaction of village women to 
the scheme of family planning through contraceptives. 

As against Rs. 65 lakhs allocated in the First Plan and Rs. 5 crorcs in Second 
Plan, a provision of Rs. 27 crores was made during the Third Plan, of which 
about Rs. 25 crores was actually spent. The Fourth Plan has allocated a tenta¬ 
tive sum of Rs. 370 crores. The programme includes setting up of a primary 
Health Centre for every 80,000 of rural population and urban centre for every 
50,000 population. 

In India, the family planning programme does not concentrate on a single 
method, but has adopted what is generally described as “the cafetaria approach" 
i.e., making use of all the scientifically approved contraceptives. Among the 
most commonly used methods are sterilization, intra-utcrinc contraceptive device 
(IUCD) oral pill etc. By 1970, 40000 family planning centres have been set up in 
the country. In addition to these, nearly 1600 hospitals and urban institutions and 
7500 rural institutions provide family planning assistance. One of the great handi¬ 
caps to the extension of family planning programme is the paucity of doctors, more 
especially women doctors. There is also an unwillingness on the part of medical 
personnel to work in the rural areas. Not only doctors, but nurses, mid-wives, 
lady health visitors etc., are also in short supply. The Government is consider¬ 
ing to provide suitable monetary and non-monetary incentives to those who opt 
to work in rural areas. 


The birth control advocates are, however, aware that India is a vast country 
where nearly 80% of people live in villages; the family planning scheme, how¬ 
ever, has barely touched a few villages. These advocates are, therefore, worried 
about the time it would take to popularise the scheme throughout the length and 
breadth of the country. They are also aware of the fact that in the mean time, 
only the rich and the middle classes—/. e. y the educated classes—will follow 
them and reduce their number, while the poor will continue to contribute a 


8 S Chandrasekhar, Demographic Disarmament for India. 
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larger and larger proportion of the population. This will definitely lead to 
further deterioration of the quality of India's population which is already low. 
Even the professional advocates of contraceptives will have to accept the fact 
that contraceptive methods cannot be treated as a powerful method or as a 
potent force to bring about a fall in the birth rate in the country. 

Besides family planning through contraceptive methods, birth control advocates 
recommend simultaneous implementation of the following measures:— 

(a) Research in family planning methods. 

(b) Establishment of family planning schemes throughout the country by 
municipalities and village panchayats. 

( c ) Constitution of a permanent census department to formulate and examine 
various policies affecting population. 

(</) Rapid economic development of the country through the tapping of 
natural resources; and 

(e) Economic and social emancipation of women through spreading of 
education. 

Family planning is a social and economic movement. The problem of food, 
unemployment, education, health, malnutrition can be mitigated by a fall in birth 
rate. Consequently, the Indian Government has set the target to reduce birth 
rate from about 39 per 1000 to 32 in 1974 and to 25 per 1000 by 1980. 
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DEMAND FOR A FIRM’S OUTPUT 



T HE demand curve of a firm shows the potential sales which the firm can make 
at different possible prices. The demand curve provides information to the 
firm about the total revenue it can get from its sales. Suppose, for example, at a 
price of Rs. 5 per pen, a fountain pen company can sell 4,000 pens in a year. 
The total revenue which the company can get from the sales will amount to Rs. 
20,000. Thus, if a company has an estimate of the various possible prices and 
the quantities it can sell at those prices, the total revenue or receipts which will 
accrue to the firm from each possible quantity of sales can be found out. 

While discussing the revenue we use three concepts of total revenue, average 
revenue, and marginal revenue. Total revenue is the total receipts which accrue 
to the firm through its sales, viz., price per unit of the commodity multiplied by 
the total number of units sold: 

Total Revenue (77t)=Price (P)xTotal quantity sold (Q) 

or • TR=PxQ 

Average revenue is the revenue for one unit. This is calculated by taking total 
revenue and dividing it by the total quantity sold. 

Average Revenue (,4R)=Total revenue4-Total quantity sold 


AR 


TR 

TT 


The other name for average revenue is price. 

Lastly, marginal revenue is the revenue added to the total revenue of the firm 
by the sale of one more unit. Suppose, the sale of 10 units of a commodity 
gives a total revenue of Rs. 100 and the sale of 11 units gives the firm a total 
revenue of Rs. 108; then marginal revenue is Rs. 8 because it represents the 
addition to the total revenue due to the sale of the eleventh unit which is the 
marginal or last or additional unit sold. 

Marginal Revenue (MR)—The difference between the total revenue from n 

units and the total revenue after the sale of an 
additional unit from /t +1 units 

or MR=TR^-TRn 

An important point to emphasise here is that by definition, price per unit and 
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average revenue will always be the same in all market situations. 


1. REVENUE CURVES FOR A PERFECTLY COMPETITIVE FIRM 


An imaginary revenue schedule for wheat for a perfectly competitive firm is 
given below: 


Table 18.1—Revenue Schedule fora Perfectly Competitive Firm 


Price per 
Quintal 
(Rs.) 

Quantity 

sold 

(Quintals) 

Total Revenue 

(Rs.) 

Aver ate 
Revenue 

(Rs) 

Marginal 

Revenue 

(Rs.) 

6000 

1 

60 00 

60 00 

6000 

60 00 

2 

120*00 

60*00 

60 00 

60 00 

3 

180 00 

60 00 

60 00 

60*00 

4 

24a 00 

60 00 

60 00 

60 00 

5 

300 00 

60 00 

60 00 




Under perfect competition the price is determined by the industry and each 
firm accepts it as the current price at which it can sell any amount of the pro¬ 
duct it wishes to sell. The firm cannot sell at any price above the current 

market price which is determined by the industry demand and supply curves; 

nor will it like to sell below the market price. Hence, under perfect competition 
price is uniformly the same, whatever may be quantity the firm decides to sell. 

P Total revenue is calculated by multiplying the sold by the price (columns 1 
and 2 in the above table). Average revenue (* e.. revenue for one unit) is 

calculated by dividing the total 
revenue by the total quantity sold— 
it is identical with price per unit. 
Marginal revenue is calculated by 
taking out the difference between the 
two total revenues. For example, 
in the above table total revenue for 
two quintals of wheat sold is Rs. 
120 while the total revenue for 3 
quintals of wheat sold is Rs. 180; 
therefore, the marginal revenue 
added by the third quintal of wheat 
sold is Rs. 60.00. The average dnd 
and marginal revenue curves for a 


70 

~ w 

| 50 
_ 30+ 


0=AR=MR 



Ouantity ol Wheat (Quintal*) 
Fig. 18.1 


p-<«jns? sissi* i»»,**«>> 

The demand curve for a pertec y thc $amc pricc . Xhis is s0 because 

,he firm can sell *‘ “out Quantity ofthe product sold in the market by a 

however large may be ti , constitutes an extremely small part of 


since 
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the price and it accepts the fact of a given price. The perfectly elastic demand 
curve for the firm also becomes the marginal revenue curve. 

2. REVENUE CURVES FOR A MONOPOLY FIRM 

Under monopoly and imperfect competition (or monopolistic competition) the 
• demand curve for a firm is less than perfectly elastic, the exact degree of elasti¬ 
city being different in different market situations depending upon the number of 
sellers, the degree of mutual inter-dependence and the nature of the product. 
Wet hall construct an imaginary demand and revenue schedule for a monopoly 
firm. (This also holds good for a firm under other imperfect market situations, 
i.e., under monopolistic competition, oligopoly and duopoly.) 


Table 18.2—Revenue Schedule for a Monopoly Firm 


Price per 
unit 

(in Rupees) 

1 

No. of units 
sold 

2 

Total 

Revenue 

tlx 2 ) 

(in Rupees) 

3 

Average 

Revenue 

<3-r2) 

(in Rupees) 

4 

Marginal 
Revenue 
(In Rupees) 

5 

10 

1,000 

10,000 

10 

10 

9 

2.000 

18,000 

9 

8 

8 


24,000 

8 

6 

7 

4,000 


7 

4 

6 

5,000 

30,000 

6 

2 

5 

6,000 

30.000 

5 

0 

4 

7,000 

28,000 

4 

—2 

etc. 

etc. 

etc. 

etc. 

etc. 


The first two columns of Table 18.2 give us the demand curve. The table 
clearly shows that price per unit and average revenue are one and the same. 
The calculation of marginal revenue may be noted here. When the price falls 
from Rs. 10 to Rs. 9, total sales increase from 1,000 units to 2,000 units. The 
additional 1,000 units fetch, for the firm Rs. 8,000. Therefore, the additional 
revenue for one unit (i. e. t marginal revenue) is Rs. 8,000/1,000 units=Rs. 8. 
The marginal revenue for the successive units can. be calculated in similar 
manner. 

As additional units are to be sold, the price falls, not only for the marginal 
un i' s but also for other previous units. As a result, the marginal unit does not 
bring in revenue equal to its price. The marginal unit adds to the total 
revenue of the firm which equals its price minus the loss due to selling the supra¬ 
marginal units at the lower price of the marginal unit. For example, in Table 
18.2, 3,000 units can be sold at a unit price of Rs. 8, bringing in a total revenue 
of Rs. 24,000. When 4,000 units are sold, the price per'unit is lowered to Rs. 7 
to make it possible for larger quantity to be sold. The total revenue for 4 000 
units is Rs. 28,000. The marginal unit is not bringing in Rs 7 which is its price. 
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but only Rs. 4. This is because each one of the additional 1,000 units are sold 
at Re. 1 less and the first 3,000 units which could have been sold for Rs. 8 are 
also sold at Rs. 7 i. e., Re. 1 less. 

The above demand and marginal revenue schedules are represented in Fig. 
18.2. It should be clear that the demand curve is sloping downward to show that 

more can be sold only at lower prices. 
The corresponding marginal revenue 
slopes down at a greater rate. From 
Table 18.2, it may be noted that 
when AR falls by Re.-1, the MR 
falls by Rs 2, i. e. t the MR falls by 
double the rate of the fall of the 
AR. 1 Graphically, any straight line 
drawn from the Y- axis to the AR 
curve will be bisected by the MR 
curve. It is also clear that AR, or 
price per unit, cannot fall down to 
zero (if price is zero, the commodity 
is no more an economic commodity 
Pig jg _2 but a free commodity); but MR can 

fall down to zero and can even become negative. 



3. RELATIONSHIP BETWEEN AVERAGE AND MARGINAL REVENUES* 


We have already explained some of the relationships between average and 
marginal revenues. For example, we stated that under conditions of perfect 
competition, the average revenue for a firm will be constant and that the margi¬ 
nal revenue will coincide with it. We have found further that when average 
revenue falls marginal revenue will also fall but at a greater rate. We can now 
bring together the various relationships between the two concepts with the help 

of Fig. 18.3. . . 

The relationship between the two revenue curves will be determined by the 
elasticity of the average revenue or demand curve. AB is a straight line demand 
curve. It is also the average revenue or price curve. Corresponding to this 
demand curve is the marginal revenue curve given in dotted line. If we consider 
straight Une AR and MR, marginal revenue curve falls twice as much as the fall 
of average revenue curve. If we take a straight line demand curve, any horizon¬ 
tal line from the T-axis to the demand curve will be bisected by the marginal 
revenue curve. In Fig. 18.3 CE=ED or OQ=QB. * 

If the elasticity of demand is unity or 1, the corresponding marginal revenue 
is zero In Fig. 18.3, OQ quantity is demanded at QP price. The elasticity for 
that price is 1 (since P is the middle point of the demand curve AB) and the 


i Wh the average is falling, the margin falls at a greater rate; when the average is rising, 
the margin rises at a higher rate. But if the average rises or falls uniformly, the margin 
will also rise or fall uniformly but at double the rate. . 

rrhe student is advised to revise the chapter on the Elasticity of Demand, specmllv the 
point method of elasticity measurement. 
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marginal revenue for OQ quantity is zero. If the elasticity of demand is greater 
than unity or more than 1, the corresponding marginal revenue will be positive. 
In Fig. 18.3, OQi quantity is demanded at Q X P X price. Elasticity for that price 
is more than 1; the marginal revenue for OQi quantity is Q\R which is posisive. 
If elasticity of demand is less than unity or less than 1, the corresponding mar¬ 
ginal revenue will be negative In Fig. 18.3, OQ t quantity is demanded at Q 2 P 2 
price. Elasticity of demand for that price is less than I; the marginal revenue 
for OQ 2 quantity is QzR x which is negative. 

Further more, the higher the elasticity of the average revenue curve, the closer 
will the marginal revenue curve lie to the former. If elasticity of demand is 
perfect, i. e., infinite, marginal revenue curve will coincide with the average 
revenue curve. In Fig. 18.3 at point A, average and marginal revenues are the 


Y Y 



Quantity (Demanded Ouantity Demanded 

Fig. 18.3 Fig. 18.4 


same. On the other hand, lower the elasticity of average revenue, the greater 
will be the gap between average and marginal revenue curves. 

By using the formula of measuring the point elasticity of demand, Mrs. Joan 
Robinson has shown the relationship between elasticity of demand, price and 
marginal revenue. Her analysis is explained with the help of Fig. 18.4 in which 
AB is the demand curve and the dotted curve is the marginal revenue curve 
corresponding to the average revenue curve AB. The total revenue may be 
calculated in two ways: 

(i) Total revenue* Price per unit x No. of units sold 
=PQxOQ 


= OQPF 

W Total revenue=Sum of marginal revenues for OQ units 
=OAKQ. 


n D Sn ,r n ' lt Wi " ** ““ Same in wha,ever « is calculated, OQPF= 
fr tW ° in Fi «- 184 we sec that triangles AFM 

weKnowthat FM—MP Kin re,pects . <*■ *- triangles). Furthermore 

we know that FM-MP (since marginal revenue curve bisects FP ). We find, there- 
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fore, that FM=MP; AM=MK\ and AF=PK. Let us now proceed further. 

According to the point method of measuring elasticity of demand on 
line AB , 


e at Point P= 


PB 

AP 


PQ_ 

AF 


(PQB and AFP are similar triangles 
and hence the ratio of sides is the 
same.) 


= (Since AF=PK) 

In Fig. 18.4, PQ is price or average revenue, while PK equals average revenue 
minus marginal revenue. Therefore, we can write the elasticity formula as: 


e at point P 


PQ 

PK 


AR 


AR-MR 
A 


A-M 


, where 


A is average revenue or price, and 
M is marginal revenue. 

By using this formula, we can find out the formula for price and marginal 
revenue. For example, we can derive the formula for price as follows: 


' A-M 

By cross-multiplying, we get 
eA—eM=A 
eA- A =eM 
A(e-l) =eM 

A eM 

a —7=T 



.\ Average Revenue («. e. t price) = Marginal revenue x-^y 

In the same way, marginal revenue can also be derived in terms of average 
revenue and elasticity of demand. Marginal revenue will be equal to average 

revenue multiplied by the term e—Xje, i. e. 


e-\ 
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4 CER TAIN SPECIAL CASES OF AVERAGE AND MARGINAL 
REVENUE CURVES 

Mrs. Joan Robinson has mentioned many possibilities of average and marginal 
revenue curves. We shall men- y 

tion here three types. In the 
case of demand curves which 
have unit elasticity throughout 
their length, marginal revenue 
will be zero throughout and 
consequently the marginal 
revenue curve will coincide 
with the X-axis. We have 
shown in the previous section 
that marginal revenue will be 
zero, if elasticity • of average 
revenue is unity. It follows from Fig. 18.S 

this that if a demand curve shows unit elasticity throughout its length, marginal 
revenue will also be zero throughout, that is, it will coincide with the X-axis as 
shown in Fig. 18.5. This can also be explained by using the following elasticity 
formula. 

m-a£=1 L 

e 

If the elasticity of demand is unity then by substituting for e in the above 
formula for the marginal revenue we get, 

, 1-1 



M 


1 

0 


= A 

= 0 . 

Therefore, when a demand curve has unit elasticity throughout its length, the 

corresponding marginal reve¬ 
nue will be zero throughout. 
Zero marginal revenue is 
represented by the X-axis. 

Secondly, when a firm has a 
kinked demand curve i. e. t 
when it expects its competitors 
to follow price decreases but 
not increases, the marginal 
revenue curve will be dis¬ 
continuous at the point 
of the kink, as shown in 
Fig. 18.6. The discontinuous 
portion or gap can be drawn in 
a graph easily. First draw the 
MR curve corresponding to the 



Fig. 18.6 


demand curve AP. This curve it drawn up to a point below P. Then imagine 
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that the demand curve PD (the lower part of the demand curve after the kink) 
comes from a higher point of the X-axis. Find two-points midway between 
X-axis and the demand curve corresponding to PD. Now draw the marginal 
revenue curve. The gap or the discontinuous portion will be clear. 

Thirdly, a kinked demand curve may show a high elasticity in the lower 
portion of the demand curve beyond the kink and a low elasticity in the 

higher portion of the demand 
curve above the kink. Such a 
demand curve is based on the 
assumption that a fall in price 
beyond the customary price 
(at the kink) will bring in large 
additional customers from 
rivals, while rise in price above 
the kink will not result in loss 
of too many customers to the 
rivals. Marginal revenue to 
such a demand curve will show 
a gap but instead of at a lower 
level, it will start at a higher 
F ' 8 187 level, as shown in Fig. 18.7. 

Compare the position of the MR curve shown in Fig. 18.7 with that shown in 
Fig. 18.6. 



Significance of Revenue Curves 

Of the three revenues we have talked about, only average and marginal 
revenue are important in pricing. Average revenue which is the price per unit, 
considered along with average cost, will show to the firm whether it is profitable 
to produce or not. If average revenue is greater than average cost, excess profit 
is indicated; if it is less than average cost, the firm is running on loss. When a 
firm has made the decision to produce—because it is profitable to do so—it has 
to take another vital dicision, viz., how much will it produce. Here the concept 
of marginal revenue has great significance. A firm interested in securing maxi¬ 
mum profits will produce that amount of the commodity for which the marginal 
revenue is equal to the marginal cost. To produce beyond that point will mean 
losses on the additional units produced; to restrict production before that point is 
reached will mean lower total profits. Thus the concept of average rev mue is 
relevant to find out whether the firm is running on profit or loss, while that of 
the marginal revenue (together with marginal cost) will show profit maximising 
output for the firm. 
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EQUILIBRIUM OF THE FIRM AND THE INDUSTRY 



W E have explained, in part two and three of the book, equilibrium of a 
consumer and of a producer. A consumer is in equilibrium when he spends 
his given income on different goods in such a way that he gets maximum 
satisfaction from his expenditure. In terras of the indifference curve analysis, 
the consumer is in equilibrium when the marginal rate of substitution between 
two goods is equal to the price ratio between them. Likewise, a producer 
attempts to maximise his output with the available resources at his disposal and 
he reaches equilibrium point when he combines the different factors of production 
so that the marginal return from all factors will be the same. In terms of the 
iso-product curve analysis the producer is in equilibrium, when the marginal 
rate of substitution between any two factors is equal to the price ratio between 
j them. Just as the consumer attempts to maximise his satisfaction and the 
producer to maximise his output at the minimum possible cost, so also a firm 
selling its finished product, attempts to maximise its profit (or minimise its losses, 
in case losses are met with). 

What is, then, the meaning of equilibrium? As explained already, the intrinsic 
meaning of equilibrium is a “position of balance*' or “position of rest** or the 
“stage of no change’*. Whenever an economic unit attains a stage from which 
it does not like to deviate or change, it has reached the stage of equilibrium. In 
the case of the consumer, this stage of equilibrium or no change arises when he 
gets maximum satisfaction from his total expenditure and when he does not want 
to allocate his income in any other way. In the case of the producer, equilibrium 
is attained when he secures maximum output with the lowest cost combination 
of factors. In the case of a firm selling its product, equilibrium is reached when 
it gets maximum possible profit. 1 

1. EQUILIBRIUM OF THE FIRM 

When we analyse the equilibrium of the firm, we make certain basic assumptions. 
* Firstly, the firm is assumed to have only one aim or goal, /. <?., to get maximum 
possible profit*. In other words, it is not satisfied with only normal profit or 

1 A° industry is said to be in equilibrium when the demand and supply are perfectly equal 
and changes in demand and supply are ruled out. An economy is in equilibrium when it does 
not expect any change in any sector of the economy. 

•Tho term ‘‘miximum" it a relative term. Th. maximum point which one tom aims it I, 
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fair profit or just profit and so on—it 1 ; interested in securing maximum possible 
profit. Secondly, it is assumed that the firm has full knowledge of the profit- 
maximising position. By series of trial-and-error experiments the firm has found 
out the point at which it can secure the maximum possible profit. In practice, 
these two assumptions may not hold good because firms may be satisfied with 
whatever profit they arc securing and besides they may not be in a position to 
change their output continuously and find out the position of maximum profit. 
But for purposes of economic analysis, there is an advantage in making the 
above assumptions. 

Equality of Marginal Cost and Marginal Revenue 
If a firm is assumed to strive for maximum profit, it means that it will not 
produce even a single unit at a loss. For even when one unit is produced at 

a loss, the total profit will be 
reduced by that amount To maxi¬ 
mise its total profit, a firm should 
produce and sell upto the point at 
which the revenue from the marginal 
unit (marginal revenue) is equal to 
the cost of that unit (marginal cost). 
Beyond this point of equality of 
marginal revenue and marginal cost, 
the firm will experience losses, be¬ 
cause additional cost will be more 
than additional revenue received. 
^ uan,l,y Thus, the main condition of firm’s 

rig. 191 equilibrium is that the firm should 

stop at the point of equality of marginal cost and marginal revenue. Figure 
19 1 illustrates the equilibrium of a perfectly competitive firm, (it can be 
for the short or long period, as the position will be similar). Fig. 19.1 shows 
that the competitive firm has horizontal average revenue curve or price line 
(since the price is determined by the industry and the firm accepts it). Obviously 
the average and marginal revenues coincide. The marginal cost curve is given 
as a dotted line. Point A shows the equality of marginal cost and marginal 
revenue. OQ is the optimum or profit-maximising output for the competitive 
firm. Any output beyond this, say OR, will mean losses to the firm, for the 
marginal revenue for this output is RB but the marginal cost is higher at RC. 
Therefore, if the firm produces OR output it will incur a net loss indicated by 
the triangle ABC. The firm will not, therefore, produce and sell any quantity 
beyond OQ. On the other hand, the competitive firm can produce a smaller 
quantity, say OS. In this case marginal revenue is higher than marginal cost— 
and this is to the advantage of the firm. But the firm can increase its total profits 
by producing the additional output, SQ. By doing so, additional profits 
equalling area DEA can also be secured by the firm. Since the firm is assumed 

not the same as that which another firm may aim at. ••Maximum'* is different for different 
firms, depending upon their resources, etc. 
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to maximise its total profit, it will not stop its production at OS. The best 
output, therefore, is the one indicated by the equality of MR and MC. If the 
firm produces this output, it is in equilibrium since there is no tendency for it to 
produce more or less than this output. 

Thus the first-order or essential condition of equilibrium of a firm is the 
equality of MR and MC. But it is easy to show that this is not a sufficient 
condition. It is necessary that beyond the point of equilibrium, MC must be 
_more than MR so that the firm has no incentive to produce further. On the 
other hand, if MC is lower than MR beyond the point of equilibrium, the firm 
will like to produce more so as to secure higher profits—so long as additional 
revenue is more than additional cost, it is advantageous for the firm to produce 
more. The second-order subsidiary condition of equilibrium, therefore, is that 
MC must be more than MR after the point of equality of MC and MR— in 
terms of a diagram, the MC curve should cut the MR curve from below. 

In Fig. 19.2, the MC curve cuts the MR curve at two places. At A it cuts 
the MR curve from above and at B from below. We can, therefore, speak of 
two points of equilibrium, (this is 
often referred to as multiple equili¬ 
brium). However, point A cannot 
be a determinate or stable equili¬ 
brium point, since beyond this 
point the marginal cost is lower 
than marginal revenue and it is to 
the advantage of the firm if it 
produces any quantity beyond OQ . 

By doing so, the firm can secure 
additional profits shown by the 
shaded area. In fact, the firm can 
go on producing til) it reaches OR 
amount of output. The determinate 

equilibrium point is, therefore, B corresponding to OR output for, beyond that 
point, marginal cost is higher than marginal revenue . We can conclude, therefore, 
that the equality of MC and MR is not a sufficient condition of firm's equili¬ 
brium and that it is necessary for the MC curve to cut the MR curve from 
below so that beyond the position of equality of MC and MR, marginal cost is 
more than marginal revenue. 

One interesting point may be noted here. In the case of a competitive firm, 
at the point of equilibrium, the marginal cost equals the price («average revenue) 
of the product. At the equilibrium point marginal cost is equal to marginal 
revenue; but marginal revenue, we know, is the same as price. Therefore 
marginal cost is equal to price. In other words. 

MR=MC (in equilibrium) 

A//?=Price (Or AR) for a competitive firm 
Price (AR)=*MC. 

f " * «“ * *» 


AR MR 
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So far we have explained equilibrium of a competitive firm in a general way. 
There are some specific conditions of equilibrium also, depending upon the 
period of pricing considered. For instance, it will be seen later that, in the 
short period, for the competitive firm the price must at least be equal to average 
variable cost ( AVC ). If the price is less than the A VC, the firm will not 
produce at all. If the price is equal to or more than A VC, the firm will pro¬ 
duce; the amount it will produce is at the point of equality of MC and MR. 
In the long period, the competitive firm will be in equilibrium only when the 
price is equal to AC. When this condition is fulfilled and the firm decides to 
produce, then the general condition of equality of MC and MR will have to be 
fulfilled. 

Equilibrium of Monopoly Firm 

The equilibrium of the monopoly firm is illustrated in Fig. 19 3. In Fig. 193, 
the monopoly firm has a downward sloping- demand curve. This curve is also 

the average revenue curve. The 
corresponding marginal revenue 
curve is at a lower level. The 
marginal cost curve is given as a 
dotted curve. At point A, MC=MR; 
besides marginal cost curve cuts 
marginal revenue curve from below. 
This is the stable equilibrium posi¬ 
tion for the firm. The equilibrium 
quantity is OQ and the equilibrium 
price is QP (the price is not QA, 
because the demand or average 
revenue curve which determines the 
price is at a higher level). The firm cannot produce beyond OQ quantity 
because the additional cost of production will be higher than the additional 
revenue. At the same time, the firm will not like to produce less then OQ 
quantity because its profit will not be maximised except at OQ. Therefore, the 
monopoly firm is in equilibrium when MC=MR. This position will not be 
different even if we take horizontal marginal cost curves or falling marginal 
cost curves. 

The relation between marginal cost and price under monopoly situation may 
be noted here. In equilibrium, the marginal cost is equal to marginal revenue; 
but for a monopoly firm marginal revenue is at a lower level than the price or 
average revenue. Therefore, the marginal cost is lower than price or price is 
higher than MC t i. e. 

MR=MC (in equilibrium) 

MR <Price for a monopoly firm. 

MC< Price 
or Price>AfC 


y 



Fig. 19.3 
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Marshall’s Area Technique 

When MC and MR are equal at many points, the above two conditions 
of equilibrium may not be really useful to find out the determinate point of 
equilibrium. In such cases, we may have to fall back upon the area technique 
of estimating losses and profits. Figures 19.4 and 19.5 illustrate this technique. 

In Fig. 19.4 demand and marginal revenue curves are of unusual shape with 
changing slope. MR and MC are equal at three Points, viz., at A. B and C. 
But at what point, the monopoly firm will be in a position of stable equilibrium? 
It will be noticed that B is out of question, since, to its right, MR is higher than 
MC. This means that it will be advantageous for the monopoly firm to produce 
beyond OR upto OS. Therefore, there are only two equilibrium points—and C. 
Whether A or C will be preferred will depend upon the shaded areas AB and 
BC. The shaded area enclosed by AB indicates loss to the producer because 
between Q and R, MC is greater than MR, while the area enclosed by BC 
indicates profit to the producer because between R and S, MR is greater than 
MC. Therefore, if area AB is greater than area BC then the stable equilibrium 
output is OQ. On the other hand, if area AB is smaller than area BC then the 
stable equilibrium output will be OS. 



Quantity Quantity 

Fi* 19.4 Fig. 19.5 


Another case where marginal analysis does not hold good is when MC curve 
is of a peculiar shape. In Fig. 19.5 the firm can be in equilibrium at three 
points A, B and C. Of these, B is out of the question since boyond that point 
MR is higher than MC. This means that the firm can produce beyond OR upto 
05 and thus secure the additional profit margin indicated by the shaded area 
BC. But the question is whether stable equilibrium will be attained at A or C 
This win depend upon the relative size of the areas enclosed by AB (loss) 
“ d / C( ^n)- If area A B is greater than area BC, the producers will not 
produce OS output and his stable equilibrium will be at OQ output. On the 
other hand, if mea>4B is smaller than area BC, the stable equilibrium will be 
indicated by OS output. 

To conclude a firm i* said to be in equilibrium when it get* maximum profit 
(or minimum loss. ,n case of losses). The equilibrium point is indicated by the 
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equality of marginal cost and marginal revenue. Moreover, determinate equili¬ 
brium point is indicated by the fact that marginal cost curve cuts marginal 
revenue curve from below. 

2. EQUILIBRIUM OF THE INDUSTRY 

In economic analysis, an industry consists of all firms producing identical or 
homogenous product. In this sense there can be no industry under imperfectly 
competitive conditions, in which each firm produces one variety of a product. 
In the case of a monopoly the firm and the industry are one and the same. 
Correctly therefore, the concept of industry is suitable only for perfectly 
competitive industry. An industry is said to be in equilibrium when the 
industry’s demand is equal to the industry’s supply of the product. But 
in the short period, it is possible that demand and supply may be equal but 
the competitive industry may be attracting new firms tb enter or may induce 
the existing firms to leave it. This may happen when the short period equili¬ 
brium price gives profit to individual firms and consequently attracts new firms 
to enter the industry; or the short period equilibrium price yields a loss to 
individual firms and consequently induces existing firms to leave the industry. 
In the short period, therefore, a competitive industry is in temporary equili¬ 
brium, since, 

(a) demand and supply are equal; and ... , f 

(b) firms are entering or leaving the industry disturbing the supply of the 

,n< Over^a long period, however, all possible adjustments would have taken 
nlace. No new firm would be getting in and no existing firm would be getting 
out of the industry. The long period equilibrium of a competitive industry 
would be a permanent one, in the sense that (a) industry’s demand and supply 
would be equal, and ( b ) neither existing firms would be leaving the industry nor 
would new ones be getting into the industry. 
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♦ SUPPLY CURVE OF A COMPETITIVE INDUSTRY 




HPHE supply of a product implies the various amounts of a commodity which 
1 are supplied at different prices. A farmer who has a stock of rice may be 
willing to supply 5 quintals at Rs. 75 per quintal; 10 quintals at Rs. 80 per 
quintal; 15 quintals at Rs. 85 per quintal; and so on. Suppose all the farmers 
in a region or country (/. the industry) are willing to supply one lakh quintals 
of rice at Rs. 75 per quintal; 2 lakh quintals at Rs. 80 per quintal; 3 lakh 
quintals at Rs. 85 per quintal; and so on. Thus the supply of a commodity 
(whether we consider one seller or the whole industry) refers to the various 
amounts which are offered for sale at a particular time at different prices. Just 
as demand for a product is always at a price, similarly, supply of a product is 
always at a price; in other words, supply can not be explained without reference 
to price. 

Sometimes, the supply of a product may be fixed and cannot be increased or 
decreased in such a case it is better to speak of “stock” rather than of •‘supply”. 
The term stock indicates a fixed quantity while the term supply implies increase 
or decrease as the case may be. In some extreme cases, “supply” may refer to 
only one item or piece, as in the case of a rare painting say Mona Lisa by 
Leonardo da Vinci, or a rare diamond say, the Kohinoor, and so on. Leaving 
these special cases, the general meaning of “supply” of a product refers to the 
various amounts of a product offered in the market at a given time at various 
prices. * * 


Distinction should also be made between production a Q d supply of a product 
for often it is wrongly assumed, that whatever is produced is offered for sale* 
This, however, is not necessary. Wherever producers of a product are also 
consumers-as in the case of farmers in India who consume part or whole of 
what they produce-production will be more than the supply coming to the 
market Further, there is possible wastage between production and actual retail 
sale in the market, especially in the case of perishable commodities, such as fish 
eggs, fruits vegetables, etc., in such cases too the volume of production wili 
necessarily be more than the volume of supply in the market. Finally the 
difference between production and supply in the market may be due to the 
existence of stocks For instance, durable and semi-durable goods are stored up 
m anticipation of higher prices, in which case the supply in the market w"u 
become l«s than the volume of production. On the other hand, if pas, stock" 
are unloaded along with the present production, the supply in the market JJto 
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more. Thus, it is easy lo show how production and supply of a product may or 
may not be equal. 

1. INDUSTRY SUPPLY SCHEDULE AND CURVE 


While the law of demand states that, otner things being equal, more will be 
demanded at a lower price than at a higher price, the law of the supply states 
just ihe reverse—that is, other things being equal, more of a product will be 
supplied at a higher price than at a lower price. The higher the price, the 
greater is the inducement to produce and sell. An imaginary supply schedule for 
rice is given as follows: 


Table 20.1 Supply Schedule for Rice 
for the Industr y 


Price per quintal Number of Quintals supplied 
(Rs.) ( millions) 


50 

5 

60 

10 

70 

15 

80 

20 

90 

25 


(The above supply schedule is illustrated in 
Fig. 20.1). 





Both the supply schedule as well as the supply curve in Fig. 20.1 show clearly 
that a higher price more quantity will be supplied. The supply curve is only 
the diagrammatical representation of the law of supply. 


Assumptions of the Supply Curve 

Since the supply of a commodity is based on the cost production, we assume 
that the cost of production remains constant, i. e., '..ages, interest rates, prices 
of machinery, equipment, raw materials, etc. remain unchanged. If costs of 
production are raised, the supply curve will be pushed upwards; if costs of 
production are reduced, the supply curve will be pushed down. Secondly , the 
supply of a commodity is assumed to depend upon the price of that commodity 
alone and not of other commodities. For one thing, most goods are produced 
together as joint products. Therefore, the supply of a commodity and the 
prices at which it is offered will obviously depend upon the supply of other 
commodities which are produced together. For instance, the amount of butter 
which a dairy farm can supply will depend upon the amount of liquid milk 
which the farm is supplying in the market. For another, the quantities supplied 
and the prices at which they are offered will depend upon the size of the industry 
itself If the industry is a large one enjoying both internal and external econo¬ 
mies it can supply a large quantity and at comparatively lower prices. On the 
other hand a small industry with very little of internal economies can supply 
less and the prices asked for would be higher. Finally, the supply curve will 
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depend upon technological progress. New processes of manufacture, and 
improved technology will reduce the cost of production and thus push down the 
supply curve 

Increase and Decrease in Supply 

Other things being equal, the supply of a commodity will expand for higher 
prices and contract for lower prices. This is known as the expansion and 
‘'contraction of supply in relation to prices. But when the assumptions change, a 
new supply curve will come into existence, either to the right or to the left of 
the existing supply curve. An increase in supply is illustrated in Fig. 20.2(A) 
and 20.2(B). 


1 



Fig. 20.2 


In Fig. 20.2(A) and 20.2(B), SS is the original supply curve and S'S' is the 
new supply curve after the assumptions have changed. In Fig 20.2(A) at the 
price of OP the industry is prepared to supply OQ quantity. But when the 
assumptions change, it is prepared to supply a larger quantity OR at the same 
price. This increase in supply is not due to rise in price but due to change in 
the assumptions such as, fall in cost of production, use of better techniques and 
processes, etc. In Fig. 20.2(B) the same point is illustrated in a different manner. 
In this figure, OQ quantity is supplied at OP price, but after the change in the 
assumptions and With a new supply curve, the same quantity is offered at a 
lower price of OP x . A lower supply curve represents increase in supply which 
means that (a) at a given price, a larger quantity is supplied, and (6) a given 
quantity is supplied at lower price. 

Fig. 20.3 (A) and (B) represent decrease in supply. In both the figures, SS 
represents the original supply curve and S'S' represents the new supply curve. 
In Fig. 20.3(A) for the same price OP, the new supply is less. In Fig. 20.3(B) the 
industry is willing to supply the same quantity but only at a higher price. 
• Decrease in supply will, therefore, imply that (a) at a given price smaller quan¬ 
tity will be supplied, and ( b ) a given quantity will be offered at higher price. 
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2. CONSTRUCTION OF INDUSTRY SUPPLY CURVE 


Just as an industry consists of all the firms producing the same product, simi¬ 
larly the industry supply is the sum of the supplies of all individual firms. We 
can, therefore, calculate the supply schedule for the whole industry by adding 
the supply schedules of all the firms which constitute the industry. The following 
table has been prepared on the assumption that the industry consists of three 


firms: 


Tabic 20.2—Calculation of Supply Schedule of the industry 


Price per 
unit 
{Rs.) 

Supply of 

Finn A 

Supply of 

Firm B 

Supply of 

Firm C 

Industry 

Supply 

10 

5,000 

6.000 

7,000 

18,000 

11 

7.000 

8,000 

9.000 

24.000 

12 

9.000 

10.000 

11.000 

30.000 

13 

11,000 

12.000 

13.000 

36.000 

14 

13.000 

14.000 

15,000 

42.000 


# - 


It is clear from the above fable that the industry's supply is the sum of. or the 

agwegafe of the supplies of individual firms at different prices. But the ques¬ 
tion is how do we know the supply schedule of each firm? For '"stance, how 
do we know that at the price of Rs. 10, firm A is willing to supply 5,000 units 
of the commodity and at the price of Rs. 11, it is willing to supply J- 0 ™ “"><*• 
and so on? In other words, how much can a competitive firm supply at various 
prices? We can answer this question as follows: 


Short Period Supply Curve of Competitive Industry 

(a) In the short period of time, a competitive firm will npt produce and supply 
anything unless its average variable cost of production is met In other words 
the short period price must necessarily be equal to the AVC of production. Th 
price can be more but cannot be less than firm's AVC. 
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( b) The firm will supply at the point at which the cost of the last unit (MC) 
is equal to the revenue from the last unit (MR). The equilibrium of the fitm is, 
therefore, determined by the equality of marginal cost and marginal revenue. 
But for the competitive firm, the marginal revenue is the same as the price and 
therefore, marginal cost will be equal to the price. Thus, competitive firm 
supplies at the point at which the price is equal to its marginal cost of 
production. 

On the basis of the above two points, we can calculate the supply curve of a 
competitive firm in the short period as follows (Fig. 20.4). 

In Fig. 20.4, we have taken various prices, such as OP , OP x , OP 2 , OP 3 , OP A , 
and so on. The price line for the competitive firm is horizontal to indicate that 
the firm can sell more and more 
units at a given price. Price and Y 
marginal revenue are the same for 
the competitive firm. It may be 
observed from Fig. 20.4 that at p 4 
OP price the firm is not supplying p J 

any quantity as the price does not Pf 

cover the AVC . The minimum price p f 
necessary for the firm to produce is ^ 

OP l which is just equal to A VC. At 
this price, the firm will supply OQ 
quantity; this is the point at which 

the marginal revenue (MR) and O Q R S T 

marginal cost (MC) are equal. At a Quantity Supplied 

still higher price of OP 2 the competi- Fig. 20.4 

tive firm can sell still larger quantity, viz., OR, at this output too. the MR and 
MC of the firm are equal. Thus, at higher and higher prices, a firm can supply 
larger and still larger quantity. It is clear that the amount which a competitive 
firm can supply at different prices depends upon the equality of prices (MR) and 
MC. Therefore, the supply curve of the competitive firm is the marginal cost of 
the firm from the lowest point of the AVC. In Fig. 20.4 the supply curve of the 
firm is the MC curve from point A upwards. This supply curve shows that 

At OP price the firm supplies nothing 
At OP x price the firm supplies OQ quantity 
At OP t price „ ,, OR 

At0/> 3 .. „ OS 

M0P * - » „ OT 

etc. etc. 

The aggregate or industry supply curve is the addition of the supply curves (or 

r.n °[ a " the i f dividual fims - 20.5 illustrates ,he cons- 
tructioa of the industry supply curve from the firms'marginal cost curves 

only 20 " 5 ,S baS ' d ’ ^ ,hC ^ ° f SUnpUcity ’ on ,he a «umption of two firms 

. I . n , Fig - 20-5 industry's supply curve is MC and it is the lateral or horizontal 
addition of MC of each firm. For instance, at OP price the industry supply is 
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PQ which is the sum of PA of the first firm and PB of the second firm. In the 
sameway, at a higher price of OP x the industry supplies P\R which is composed 



of P,C quantity supplied by the first firm and P X D quantity supplied by the 
second firm. 


Long Period Supply Curve of Competitive Industry 
The long period supply curve of the competitive industry is the sum of the 
long period marginal cost curves of all the firms. In the long period, the supply 
of the firm will be determined by the equality of MR (price) and MC , with the 
additional condition that the long period price must cover the average cost of 
production. For, if the long period price is less than the average cost of produc¬ 
tion, it is not worthwhile to produce and supply in the market. Hence the 
minimum condition necessary for a firm to produce in the long run is that the 
price must be equal to the AC of production. If this condition is fulfilled, then 
the firm will supply at that point at which its MR (Price) is equal to its MC. 
The marginal cost curve of the competitive firm from the lowest_ point of AC 
curve is the supply curve of the firm in the long run. It may be observed that 
in the short period, the supply curve of the competitive firm is the marginal cos 
from the lowest point of the A VC curve but in the long period, it is the marginal 
cost from the lowest point of the ,1C curve. The industry supply curve m he 
long period is the lateral addition of the supply curves (or MC curves) of all the 

individual firms. 

3. SHAPE OF THE INDUSTRY SUPPLY CURVE 

There has been much confusion on the question of the ^Pf ° f ' he su PP^ 
curve of the competitive industry. Many wr.ters have argued that in the short 
period, the competitive industry supply curve will slope upward ra, ler s, “P' y ' 
io show that the industry can supply more only at higher pr.ces But the ong 
run supply curve, according to them, will generally be upward sloping but it 
can also be either horizontal or downward sloping. Thar argument is simp • 
if over the long period, the industry can produce larger quantities only a, 
higher cost, the supply curve will slope upward; if the ind, “^ ca ~" ^ 
various factor services at constant cost, it can produce and supply more 
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same prices; in such a case, the supply curve will be horizontal; if, finally, the 
industry can secure internal and external economies of large scale production 
and can lower the cost of production, the long-run supply curve will be sloping 
downward. 

There is a basic mistake in the analysis. Since competitive industry supply 
curve is the sum of marginal costs of individual firms there is no escape from 
the fact that the supply curve of the competitive industry will necessarily have 
to slope upward, whether we consider the short period or long period. The basic 
fact is that the marginal cost curves of the competitive firms are rising. Naturally, 
the sum of the marginal cost curves will also have to rise. But it may be asked 
as to why the marginal cost curve of a competitive firm should necessarily slope 
upward. This is so because the equilibrium of a firm depends upon (a) the 
equality of MR and MC, and ( b) the marginal cost curve should cut the marginal 
revenue curve from below. These two points rule out a downward sloping 
supply curve for the industry. We know that the marginal revenue curve of a 
competitive firm is horizontal and if the marginal cost curve is sloping downward, 
the second condition of equilibrium will not be fulfilled because a downward 
sloping marginal cost curve will intersect a horizontal marginal revenue from 
above and not from below. Moreover, if a competitive firm has a downward 
sloping marginal cost, it will go on producing more and more to such an extent 
that it would become an important producer; it will naturally control the supply 
and thus start influencing the price in the market. Such a situation is compatible 
with monopoly or imperfect competition but not with perfect competition in 
which each firm is too small to influence the market price. 

If the competitive industry supply cannot slope downwards, can it at least be 
horizontal? A horizontal supply curve assumes horizontal cost curves for all the 
competitive firms. Suppose we assume that in the long run every competitive 
firm has a horizontal marginal cost curve, i. it can produce additional units 
without changing the marginal cost. Then the firm cannot be in equilibrium 
at a definite point, since the marginal revenue is also horizontal. When both 
MR and MC are horizontal, there are three possibilities: 

(a) MR curve is above the MC curve; 

(b) MR curve lies below the MC curve; 

(c) MR coincides with the MC curve. 

The first two possibilities are ruled out as the equality of MR and MC does 
not take place at all. The third possibility too does not make any sense for we 
do not know the point at which the firm should stop producing. Naturally, 
the marginal cost curve of a competitive firm cannot be horizontal, which means 

that the supply curve of the competitive industry cannot be horizontal. 1 Thus 

we reach the inevitable conclusion that the marginal cost curve of each competi- 
ivc firm will be upward sloping and therefore the supply curve of the competi¬ 
tive mdusti^jw^ of the marginal cost curves of individual firms') 

will necessarily have to slope upward. 

2L Buffet SS£5SZ E5T ,nd ,ht finm ue p,oducin8 “ lh ‘ 
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4. ELASTICITY OF SUPPLY 


Similar to the concept of elasticity of demand, economists have developed the 
concept of elasticity of supply. Just as we define elasticity of demand as the 
decree of change in demand to a given change in price, so also we may define 
elasticity of supply as the degree of responsiveness of supply to a given change 
in price. When a small rise in price leads to a large expansion of supply or 
when a small full in price leads to a large contraction in supply, the supply of 
the commodity is said to be elastic. On the other hand, if supply changes little 
to a given change in price, the supply is said to be relatively inelastic. The 
formula for elasticity of supply is: 

Proportionate change in supply 
e,cs Proportionate change in the price 


Types of Elasticity of Supply 

Just as we speak of five types of elasticity of demand we may also speak of 
five types of elasticity of supply. These five types are : 

(a) Perfectly Elastic Supply. When the supply of the commodity changes to 
any extent, even when there is no change in the price, the elasticity of supply is 

said to be infinity (e,«-oo) 

(b) Relatively Elastic Supply. If the supply of a commodity changes relatively 
much more than a given change in its price, the elasticity of supply will be more 

than one. This is known as elastic supply (e t >\). 

( c ) Unit Elastic Supply. If the proportionate change in supply equals the 
proportionate change in price, elasticity of supply will be equal to one (c.- 1). 

(d) Inelastic Supply. If the proportionate change in supply is less than the 
proportionate change in price, the supply is said to be relatively inelastic. In 
this case, elasticity of supply is said to be less than one (e«< 1). 

(e) Absolutely Inelastic Supply. Whenever the supply of a commodity 
remains fixed and does not change whatever be the changes in price, supply is 
said to be absolutely inelastic. Elasticity of supply in this case is said to be 


Ol all these different type of elasticities of supply. there are only two types 

which arc important and of practical significance. viz.. elastic supply and 
inelastic supply; the others are of only academ.c interest. 


Measurement of Elasticity of Supply 

We can measure elasticity of supply by making use of the formula for elasticity 
of supply which we have given earlier. The formula is: ' 

Proportionate change in supply 
r,= “proportionate change in price 

Change in supply 
O riginal s u pply 
Chance in price 
“Original price 

Change in_supply ^ O riginal price 
“Original supply Change in price 


Supply Curve of a Competitive Industry 311 


Let us use symbols to designate the above variables. Let 
Q stands for original supply 

A(? stands for change in supply due to a change in price 
P stands for original price; and 
&P stands for change in price 
The above formula for elasticity of supply will be 
a Q P 
e ‘ = ~Q x ~KP 

By rearranging the above equation we get 

„ Afl v P 
e ‘-ZP x -Q 

Elasticity of supply will, therefore, be equal to the ratio of change in supply 
and change in price multiplied by the ratio of original price and original 
supply. Let us use a numerical example to calculate the elasticity of supply. 

Example 1 : At a price of Rs. 4.00 per pen, 1,000 pens are supplied and 
at a price of Rs. 5 per pen, 1500 pens are supplied. What is the elasticity of 
supply? 






A P 

500 4 

~ 1 X 1000 
=* 2 . 

Example 2: If a fall in price of a commodity from Rs. 10 to Rs. 9 results in 
a contraction of supply from 2,000 units to 1,800 units, what is the measurement 
of elasticity of supply. 


20UU 


„ ri « n. f0re ea n y 10 CalC “ la,e elas,ici,y ° f su PP' y when ‘here is a change in 
of Fig 20.6 D ° W ' ra,e * mC “ Uremem °f elasticity of supply with the help 

In Fig. 20.6, the supply curve is ? 

SS; AA is a line drawn to be / /A 

tangent to the supply curve at points J/ 

B and D (which are assumed to be // 

very close to each other). Between * _ S 

points B and D, the slope of the = „^7° 

supply curve and the slope of the G ° 

tangent are exactly the same. The 

original price is OG and the new / 

price is OH and, therefon/, the / 

change in price is GH (or CD). The qa - nt - 

original quantity supplied is OQ and 0uantity £ * 

the new quantity supplied is OR and, F * ,", 

“ “ rig. 20.6 


therefore, the change in the supply * fi* or *C'.Now the formula for 
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elasticity of supply is 

A Q P 

e$ ~AP X Q 

GH * OQ 


BC_ 0G_ 
" CD x OQ 
AQ or. 
- QB*OQ 
AO 

“ OQ- 


(Since OR=BC\ GH=CD) 

(BCD and AQB being similar triangles, 
the ratio of there sides is equal) 

(OG — QB and hence mutually cancelled) 


Elasticity of supply at a given price OG 



is, therefore, given by the formula 
AQIOQ. In Fig 20.6 AQ/OQ is less 
than 1, for AQ is smaller than OQ. 
This means that elasticity of supply 
at point B is less than 1. On the 
other hand, if line A A passes 
through the origin of the two axes 
(viz., O) and is tangent to the 
supply curve as in Fig. 20.7, elasti¬ 
city of supply at the point of 
tangency will be 1. If the tangent $ 
line A t A t passes through the K-axis 
then AQIOQ will be more than 1, 
as AQ will be more than OQ. Con¬ 
sequently elasticity of supply will be 
more than I. These there possible 


situations are illustrated in Fig. 20.7. 
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PRICING UNDER PERFECT COMPETITION 





1. FEATURES OF PERFECT COMPETITION 


r PHE market for a product is said to be perfectly competitive if all the following 
* assumptions are present: 

1. Existence of a large number of buyers and sellers. 

2. Homogeneity of the product of all the sellers. 

3. Free entry and exit for all. 

4. Perfect knowledge regarding the market conditions. 

The first condition—existence of a large number of buyers and sellers—is 
very essential, even though it is very difficult to tell exactly the number which 
I we can call “large”. In competitive situation each individual buyer or seller 
deals in such a small quantity of the product that he can not affect the price 
at all. When there arc thousands and even millions of producers and buyers, 
each contributing only an insignificant portion to the total volume of goods 
sold and bought, it is difficult for any one producer or buyer or even a group 
of producers or buyers to affect the price. A competitive firm can sell as much 
as it can produce (after all, how much can it produce?) without in any way 
affecting the price which it receives. It can produce and sell 1 unit or 1000 units 
of the commodity without affecting the price. In other words, the price of the 
product in the market is the result of the combined influence of all the firms in 
the industry and once a price is determined, each one of the firms takes it for 
granted and adjusts its own output to that price. Similarly, every buyer knows 
tnat he buys such a small quantity that he will have no influence upon the 
market price either by decreasing or increasing his total purchases. Thus the 
large number of buyers and sellers assumed to exist in a perfectly competitive 
market explains the lack of control by individual buyers over price. In a perfectly 
competitive market the importance of individual buyer and seller is like that of 
a drop of water in a vast ocean. 


second criterion of perfect competition is that the product offered for sale 
by all the sellers must be homogeneous. This criterion implies that the buyers 
regard, the product of all the sellers as identical and have no preferences for 
deahng w„h any particular seller. The goods offered for safe are p“f«t 

ktnfinit? 7 ° n r an0,her f from bu >" rs ' p° in ‘ of view, and their cross elasticity 
ts .nfimte, for tf any preferences-which implies product differentiation-exist 
individual sellers will have some control over prices. From this condition of 
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homogeneity of the product, it follows that if a seller raises his price slightly 
above the current level, he will lose al! his customers to the other sellers. Nor 
will he lower his price from the ruling price, since he can sell all his output at 
the prevailing price. This condition also points out to the same conclusion that 

every seller under perfect competition will be content to accept the prevailing 

price in the market. 

The third requirement of perfect competition, implied in the first condition 
itself, is that there should be absolute freedom for firms to get in or get out of 
the industry. Each firm is small in size, and produces only a small portion of 
the total output. Hence, one or two firms—entering the industry or leaving it— 
will not affect the size of the industry or the price of the product in the market. 
New firms will be attracted to an industry if high profits are earned, and some 
of the existing firms might leave the industry if they continue to incur losses. 
This criterion of perfect competition will remove any possible tendency of some 
firm or group of firms to get monopoly power over the supply of factors and 

ultimately over the supply of the product. 

Fourthly, perfect competition implies perfect knowledge on the part of buyers 
and sellers regarding market conditions. The sellers must have perfect know¬ 
ledge of potential sales at various prices and also perfect knowledge of cost 
behaviour. Factory-owners and business firms should have complete information 
regarding alternative employment possibilities of resources and also of profits in 
different industries. Imperfect knowledge leads to wrong resource allocation 
and income distribution. Too many producers may enter a particular industry 
and may make unwarranted expansions of plants, etc. Perfect knowledge is 
essential to maximise profits. Since we assume perfect knowledge to exist on 
the part of buyers and sellers, it follows logically that under perfect competition 
advertisement and selling campatgns have no scope and consequently selling 
costs arc ruled out in a perfectly competitive market. Perfect knowledge, it 
should be pointed out here, is one of the two perfections necessary for perfect 
competition. The other perfection referred to is perfect mobility of factors of 
production from one use .o another. Imperfection in mobility may be the result 
of restricted entry of new firms into an industry either due to natural conditions 
such as limited raw material supplied or artificial factors such as patents, trade 
marks and other legal restrictions. Imperfection in the movement of factors 
may also be due to the non-adaptability of resources, particularly capital goods 
and certain types of specialised labour, to certain new employments. 

Finally, there is only one price for the product in the competitive market at 
any particular time. We should emphasise the fact that determination of price 
is done by the entire indus.ry-that is, by the industry demand and industry 
supply Under perfect competition, price is the result of demand and supply of 
all buyers and all sellers together. No individual firm can determine or infiuence 
price Every one accepts the price as given or constant. It is for this reason 
that the competitive firm has a price line or demand curve which is perfectly 
elastic-a horizontal straight line parallel to the .T-axis. 

A brief distinction may be made between perfect competition and pure compe¬ 
tition American economists generally prefer the term pure competition, while 
the English economists prefer the term perfect competition. Pure competition 
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r efers to a market, situation -in which, individual buyers or sellers have nojn- 
fluence over price. Perfect competition includes pure competition and also_the 
absence of imperfections in the market which generally arise on account o f: (o) 
imperfection in knowledge regarding the market arising mostly on the part of 
factory-owners and business firms who may not know the best employment 
possibilities or the lowest cost combination of factors etc.; and ( b ) immobility of 
factors of production from one use to another either due to restricted entry or 
4 due to non-adaptability of specialised resources to new uses. 

The first two conditions we have enumerated above, are the conditions nece¬ 
ssary for pure competition, while the last two, in addition to the first two 
conditions will bring about perfect competition. The outstanding feature of 
perfect competition is reflected in the fact that individual sellers have no price 
policy. To the individual firm, the sales schedule or the demand curve will be 
a horizontal straight line indicating that the firm can sell any amount at the 
market price. The individual buyer is also influenced solely by the economic 
consideration of price. It means that in perfect competition individual buyers 
arc rational in economic sense. The products being homogeneous, the individual 
buyers are not attached to the product of any single seller. 

The determination of price depends upon demand and supply; but supply 
changes with the time periods that are under consideration because of adjust¬ 
ments which individual firms make with their organisation, scale of output, 
technique of production, etc. We have mentioned previously that there are 
^ three periods which can be conveniently distinguished from the point of view of 
adjustment of supply viz., market period, short period and long period. 1 Since 
considerations which affect supply are different in the different periods, we will 
deal with price determination for each one of these three periods separately. 

2. PRICE DETERMINATION UNDER PERFECT COMPETITION 
MARSHALL'S TIME ANALYSIS OF VALUE 


Price is determined by the forces of demand and supply. As the adjustment of 
demand and supply requires lime, Marshall gives great importance to the time 
element in the determination of price. Marshall divided the time periods on 
the basis of supply and ignored the forces of demand. Marshall thought that 
demand could be changed easily and fast and that supply of a commodity could 
not be so easily changed. Supply, for instance, depends upon: 

(a) the number and the size of firms, 

(b) the rate of production, 

(e) the techniqne of production, and 
^ ( d) the prices of factors of production. 

Sometimes, it may be possible to change any or all of the factors but often it 
may not be possible to change any of them. Generally, supply takes time to 
adjust itself to a change in demand and, therefore, Marshall spoke in terms of 


In some text books, market and short penods are taken together and called “Short period*' 

It is, howver, useful to d.stmgii'sh between market period and normal period and further 

divide the normal ocriod into short period normal and long period normal periods. 
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market period, short period and long period. But it is important to remember 
that Marshall was not speaking in terms of calendar time or period but ope¬ 
rational period required for economic forces to work. If supply forces take a 
long time to adjust themselves to changes in demand the period is said to be a 
long period. If supply forces can adjust themselves easily and quickly but only 
to a small extent, the period is a short period. If there can be no change in 
supply because the period considered is too small, it is referred to as market 
period. Since considerations which affect supply arc different in the different 
periods, we will have to deal with price determination or formation for each one 
of these three periods separately. 


Price Determination in the Market Period 

There are times when the quantity of a commodity available for sale is abso¬ 
lutely fixed for a short period of time. For instance, after the harvest is over, 
the amount of rice coming to the market is absolutely fixed; it cannot be in¬ 
creased until the next harvest. Again, retail shop-keepers hold stocks of goods 
and the quantity available for sale cannot be increased at a given moment of 
time, as the order-and-delivery of goods involve some delay. In all these cases 
of very short periods, the supply of goods is absolutely fixed; such a very short 
period may be called market period. The term “market period” can be defined 
as a very short period during which the rate of production cannot be varied and 
in which there is a fixed stock of goods on hand; the period is so short that 
additional units cannot be produced and. therefore, sales can be made only from 
the existing stock. It is very difficult to state precisely the implication of market 
period. In agriculture where time interval between two crops may be few 
months, market period may refer to a few months. But in those industries 
where production is continuous, additional supplies can be forthcoming withou 
any delay so that the market period is very short; it may in fact be only of a 
few days or even of a few hours duration. 

Since the supply curve of each firm is absolutely fixed in the market period 
the market supply curve is simply the horizontal summation of all individual 
firms* supply-lines. Since supply is fixed, the supply curve ,s a straight line 
parallel to the vertical axis as in Fig. 21.1. The fixed quantity available for sale 
is OQ and the market period supply curve is QS. Given this supply curve, the 
industry reaches its equilibrium at that price which exactly clears the market 
This will obviously depend upon the height of the market demand curve. If 
this curve is D , the market equilibrium price is OP,. If market demand is higher 
(D) or (D,) the market equilibrium price will also be higher (OP,) or (O/,). 
Thus in the market period, with absolutely fixed supply curve: 

(a) demand alone determines the equilibrium price; and 
(ft) supply alone determines the market equilibrium quantity. 

The above analysis will have to be modified a little, since it is based on the 
assumption of fixed supply for the firms and, therefore, for the competitive 
industry. The market supply curve of an individual firm will be absolutely 
inelastic (vertical straight line) if the firm is prepared to dispose of all its supples 
whatever be the price. This will happen in the case of the perishable goods 
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bought to the market by many competing firms and in the case of numeroiw 

dealers caught with stocks of an article the season for which is over. But in all 


Y 




other cases, the supply curve for the market period will be an upward sloping 
curve moving from the left to the right, indicating that larger quantity (within 
the given stocks), will be available at higher prices. Price determination with a 
rising supply curve is illustrated in Fig. 21.2. 
j In this figure, the quantity supplied increases upto the market price of OP t . 
But above this price, the supply is the same ( OQi ), however, high the demand 
may be. This analysis is suitable for durable and semi-durable goods. 

There are two points which should be noted here as regards price determina¬ 
tion in the market period under perfectly competitive conditions. First, equili¬ 
brium market price is highly fluctuating since market supply and market demand 
change constantly. Industry's market supply, composed of supply schedules of 
individual firms, depends to a large extent upon expectations of future prices. 
Market demand, too, depends upon similar considerations. Consequently, 
market supply and demand tend to shift constantly, bringing about frequent 
changes in the equilibrium market price. 

A second consideration which should be kept in mind is that during the mar¬ 
ket period, cost of production plays comparatively a smaller part in the deter¬ 
mination of price. We have already pointed out that every seller takes into 
consideration cost of production as one of the facts influencing his reservation 
prices. Even then the money cost of production cannot be a dominant factor 
for, after all, the product has already been produced and the seller can get 
money only by selling the commodity. In this very short market period, all 
< costs are fixed and we know that fixed costs do not govern price. Since in a 
market period, supply can neither be increased nor decreased in response to the 
increase or decrease in the demand, price rises or falls according to the rise or 
fall in demand. Marshall aptly pointed out that although both demand and 
supply are equally needed for price determination, just as the two blades of a 
pair of scissors are required to cut a piece of cloth, but in the market period, 
demand has a greater influence on price while in the short, quasi-long and long 
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periods, cost of production will exercise a relatively more predominant influence 2 . 


Price Determination in the Short Period 

While a firm has only fixed stock out of which it has to sell during market 
period, it has a chance to adjust its output'over a short period. During the 
short period, although firm’s plant and equipment will be unchanged but its 
intensity of utilisation can be changed. As far as the industry is concerned larger 
or smaller volume of output will be forthcoming, through all the existing firms 
supplying more or less output; but a change in industry cannot be brought about 
through a change in the number of firms or in their sizes, since a longer period 
of time will be required for all those changes. Graphically, short run supply 
curve will be less steep than the market supply curve 

Short period normal demand will be roughly the same as market demand. 
Demand for any commodity depends upon such factors as the size and composi¬ 
tion of consumers, income with the people, their tastes and preference, availa¬ 
bility and prices of substitutes and complements, consumer's anticipation ot 
future prices, etc. These factors may be assumed to be almost constant over a 
market period or over a short period for they will change only in the long run. 
Thus, the short run normal demand can be assumed to be constant. But in one 
respect, there can be considerable difference between the market period and 
short period demands. During the market period, speculative buying m anti¬ 
cipation of changes in price in future will have great sign.™- But if price 
is anticipated to remain at a particular level over a period of time, there will be 

14 S^S^rS pL is determined by the interaction of short period 

normal supply and short period normal demand as giveni * I 

and S*S represent the normal demand and supply ** 

OP\ is the short period equilibrium price and OQi 

Y 

y 



—-x 



Quantity 

Fig. 21.4 


. • v- .| rc u_it eigifc •• ,a.< a general rule, the shorter the period which 

'llig-lighting this. * . ,h e share of our attention which is given to the 

s: >• - 
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brium quantity. At the point of equilibrium, the total amount which sellers 
will produce and place in the market over the short period, with a given plant 
and equipment, will be equal to the amount which buyers will purchase at the 
same price during the same short period. Given the short period supply ( SRS ) 
curve, a higher or lower price will be determined on the basis of demand for the 
product; higher the demand, higher will be the price. 

It is easy to show that, given the demand and supply curves for the industry, 
a price other than the equilibrium price cannot be maintained. This is shown 
in Fig. 21.4. The equilibrium price and quantity determined by demand and 
supply forces are OP and OQ respectively. But if the actual selling price is 
higher (OP i) than the equilibrium price, the supply will be larger than the 
demand causing excess supply in the market. The excess of supply (AB) will 
push down the price. On the other hand, if the actual price is lower than the 
equilibrium price (OP 2 ) t demand will exceed supply and this excess of demand 
(CE) will push up the price. Thus competition among sellers (in case of excess 
of supply over demand) or among buyers (in case of excess of demand over 
supply) will bring about the equilibrium price. 

Relation between short Period and Market Period Price Determination. The 
market price is determined by the interaction of demand and fixed stock 
supply of the commodity. In the short period, however, price is the result of 


suitable adjustments in supply to demand, changes in supply being brought 
about by the firms through adjustments of their rate of output. At any parti¬ 
cular time, the market price may be more or less than the short period equili¬ 
brium price, but all the time, it will y 
tend to equate the latter. This is 

illustrated in Fig. 21.5 where the mps,, 'mps, 

short period equilibrium price is OP. J RS 

If the market supply happens to be i \ / 

more than short run normal supply • | / 

the market price (OP t ) will be a p 

higher than short run equilibrium Pt - 

price, OP. This will induce firms to /\ 

produce more and place larger quan- / j ; 

tity of the product in the market, ! i 

but the demand for the product will J____ x 

be smaller. Supply being in excess Quantity 

of demand, the market price will fall F - . 


Quantity 
Fig. 21.5 


to the level of OP which is the short run normal equilibrium price. Similarly if 
market supply happens to be lower than the short run normal supply, there will 
be a tendency for contract,on of supply. and market price will be pushed up 
Equilibrium will result when the market period supply curve (MPS,) and short 
run normal supply curve intersect the demand curve at the same point v/r E 
Ammportant point to remember here is that (a) the market price is a real price 
while the short period price represents only a tendency, and (6) the market pr,£ 
fluctuates roundabout the short period normal price. P 
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Price Determination in the Long Period 

Long period may be defined as a period long enough to enable the industry to 
adjust its production and supply completely to changes in demand. Long period 
is long enough to permit new firms to enter the industry and existing firms to 
increase their scale of production. If demand for the product is contracting, the 
long period is long enough to enable some of the firms to leave the industry and 
others to reduce their scale of output. During the long period, complete adjust¬ 
ment of supply to demand is possible as all the factors on which supply depends 
can be changed. As far as an individual firm is concerned, during long period 
the distinction between the fixed and variable costs does not hold good and all 
factors arc variable. Every firm adjusts its output in the long run by varying 
all its factors of production. 

The long period normal price is the result of long period normal demand and 
normal supply of the industry. Long period normal demand represents the 
various amounts which buyers may be expected to demand of a product over a 
particularly long period of time. Long period norma! supply refers to the 
schedules of total amounts that would be produced and placed on the market at 
various price levels over a period of time sufficiently long for changes to take 
place in the number and size of firms as well as in the rate ofproducuontotakc 
nlacc When all adjustments are complete, equilibrium market price and short 

period equilibrium price will equate the long run equilibrium price. We can 

Illustrate long period industry equilibrium and the adjustments of market period 
and short pefiod equilibrium with long period equilibrium w„h the help of 

F 'ln FiR 21 6 the competitive industry is in equilibrium at point £, at which 

the n MPS^and ^*| i^nd toTie'the'markct'priM.^^short'run 

mn price also. But ^^""" 

new demand curve comes into exis¬ 
tence (in Fig. 21.6 and 21.7 an in¬ 
crease in demand is illustrated) the 
long run equilibrium is shifted. The 
process of adjustment is shown 
clearly in Fig. 21.6. The higher 
demand D 2 will push-up the market 
price to OP 2 . The short period 
price will be lower viz., OP*, the 
market supply will tend to equate 
SRS curve at G. Finally, when 
sufficient time is allowed, the long 
run equilibrium price will be OP v 
F ' 8 21 ’ 6 . »Kp <hort run supply curve will now intersect long 

The market period supp y equilibrium position is shown separately 

In ^Ig P 2 is^fol to note that the new equilibrium price is h.gher than 

the old equilibrium price. 
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So far we have explained the effect on price of different time periods due to 
a rise in demand (effect of a fall in demand will be just the reverse). What will 


Y 



Fig. 21.7 Fig. 21.8 

be the position if there is an increase in supply? An increase in supply implies 
that at given prices larger quantities of a commodity are supplied or a given 
quantity is supplied at lower price. The increase in supply or fall in costs may 
be due to the use of improved technology in production, lower prices of factors 
J of production, and external economies. The LRS curve representing an increase 
in supply is to the right of the original supply curve. This is illustrated in 
Fig. 21.8. In this figure, the old equilibrium is indicated by point E x and the 
new equilibrium by E t . The price is lower and the new quantity demanded and 
supplied is larger. This is the effect of an increase in supply. The effect of a 
decrease in supply will be just the reverse 
Normally, when demand changes, supply will also change in consequence. For 
example, when demand for a commodity increases, producers tend to produce 


Constant Supply Price Rising Supply Price Fallino SuddIv Price 



Fig. 21.9 


and supply more of it. They may resort to better techniques of production 
employ better machinery, etc. Thus, a higher demand curve may lead to a 
lower supply curve (lower to indicate that the cost of production has come down 
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because of the use of better techniques of production and external economies 
made possible by increased demand). How much will supply change and 
whether the new equilibrium price will be higher or lower than the original 
equilibrium price will also be different with different industries. This fact is 
shown by the diagrams in Fig. 21.9. 

As shown in Fig. 21.9 (A) the supply price is constant when price remains 
constant at in response to changes in demand and supply. In Fig. 21.9 (B) 
the price is rising, because the increase in demand is much more than the increase 
in supply. In Fig. 21.9 (C) the equilibrium price is falling, as increase in supply 
is much more than increase in demand. In all the three cases the quantity 
demanded and supplied is larger. 


Market Price and Normal Price—A Comparison 

We can attempt a compar.son between the market price prevailing at a parti¬ 
cular point of time and the normal price which is expected to come into existence 
over the long period, after time is allowed for the demand and supply to adjust 

‘^Market price is for a particular time but normal price is for a prtjdof 
time. Market price is the price prevailing on a particular day or at a P«*» 
time, it is the result of market demand and market supply. Normal '°“ 

depends upon many Modstuna have lo sell the commodity as early 

of perishable >b commodity will get rotten and will have 

as possible. ^ r ’"“‘3 1 * prepared to sell for whatever price the 
to be 'hrown our Hcncc a, y thercfore> has morc influence on 

consumers are P*«P«« d o P ^ be jnfluenced more by the cost of 

production!'* Over a long peri^J. a commodity will no. be produced unless the 

cos. of production is wvered. norma l price is a permanent price- 

3. Market price ts a temporary pr*e ma[ke , demand and supply wiU 

Market forces ^’^Temporary factors. For instance, the demand 

change and can be moved easuyDy ^ during Djwali season . Or the 

for sweets may go up u g parlicu i ar day will depend upon weather condi- 

^ons** Butthtf demand for fish over a period of time will depend upon such 
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general factors as number of consumers, their tastes, cost of production, etc. 
Normal price, therefore, is influenced by more general factors such as increase 
in population, change in consumer tastes etc. 

4. Market price may change continuously but the normal price is more stable. 
The price of goods may change many times in wholesale market in the course of 
a day. The normal price, however, is more stable. This point is in fact related 
to the previous point. Since the market price is influenced by temporary changes 
in demand and supply, there can be constant changes in market price. But 

' normal price is more stable since it depends upon general factors which do not 
change so often. However, it is said that the changes in market price will be 
roundabout the normal price. 

5. Market price is the real price, while normal price is a hypothetical price. 
At any particular time in the market, there is a ruling price at which consumers 
buy whatever quantity they want and sellers dispose of their stock. The market 
price is, therefore, a real price. The normal price which is said to prevail over 
a long period, say, the next one. two or more years, is an imaginary price. It is 
a conditional price, in the sense that certain conditions of demand and supply 
are imagined and if these conditions hold good, the normal price will also hold 
good. When the long period is over it will become the market period. Suppose, 
demand and supply prevailing on 1st January, 1975 is taken as normal demand 
and normal supply and the price which prevail on that day as the normal price. 

j But when 1st January, 1975 actually comes, the price on that day will be market 
price and not normal price. 

3. EQUILIBRIUM OF THE COMPETITIVE FIRM 



We have explained the determination of price under competitive conditions in 
different periods. We shall now show how the competitive price affects the 
behaviour of the competitive firms. 

Competitive Finns in the Market Period 
The equilibrium market price is common for all the sellers and buyers in the 



Fig. 21.10 
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Every firm accepts the price as given. Fig. 21.10 illustrates the point. In 
Fig. 21.10(A) we have shown the determination of price by the interaction of 
industry’s demand and supply. MQ is the equilibrium price and OQ the equili¬ 
brium quantity for the industry as a whole. In Fig. 21.10(B), we have shown 
the market price for a firm (it will be the same for all the firms under perfect 
competition). A horizontal straight line drawn from the point M indicates that 
the firm’s price is the same as the one determined by the industry. Every firm 
has to accept this price; it need not sell any quantity if it considers this price 
low, i. e., lower than its own minimum reservation price, or if it considers the 
equilibrium market price high enough, it can sell any quantity (obviously, what¬ 
ever quantity it has) at the price. Whether a firm will sell at the ruling market 


price and if so how much it will sell, will depend upon the relation between its 
reservation price and the market price. If the market price is higher than or 
equal to its reservation price, it will sell. If the market price is lower than the 
reservation price, it will not sell. What is then the reservation price of a firm? 

The reservation price of a firm refers to the minimum price below which it 
will not sell. This price will depend upon many factors. In the first place, the 
nature of the commodity is of considerable importance. A perishable commo¬ 
dity will have to be disposed of as quickly as posiblc. Consequently, a dealer 
will tend to have a lower reservation price. Secondly, reservation price is con¬ 
trolled by the seller’s estimate or anticipation of future price. For example, if 
he anticipates a fall in the price in future, he will dispose of his stock when the 
prices are good and thus lower his reservation price to clear his stock. Thirdly, 
the reservation price will be affected by the availability or otherwise of storage 
facilities, the cost of storage, etc. Fourthly, it will be influenced by the cost of 
production, particularly in the case of durable and semi-durable goods. Nor- 
mally, a seller will not be prepared to sell a product below its cost price unless 
there are very many important considerations. Thus, every seller has a series of 
reservation prices below which he will not dispose of particular part of h.s fixed 
stocks. It the market price is equal to the reservation price, the firm will sell. 


Firm’s Equilibrium in the Short Period 

We have explained already how price is determined for the short period »y 
demand for and supply of the industry as a whole. The price so determined is 
accepted by individual firms. The point we have to discuss now is: What is the 
relation between the short period normal price which the firm gets and the firm s 

C °We°£e MenAat in the market period, the firm has only to find out whether 
market price is equal to its reservation price and sell part or whole of itt 
slocks But in the short period, there is sufficient amount of time for every firm 
to produce more or less, or no. to produce a. all. Consequently, given the short 
period normal price, every competitive firm will make the foMowing two decis.ons^ 

( a) Should it produce or should it keep its plant and equipment idle for the 

shoit period? , , ... , « 

(b) If it decides to produce, how much should it produce. 

Whether a firm will produce or not in the short run will d '^ n ‘ l up ^ 
relation between the price (average revenue) and its cost of production. H 
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amount it will decide to produce, on the assumption of maximum profit or 
minimum loss, will be tha, amount of output a, whjch the r.venu yielded by 
the last unit (MR) is equal to the cost incurred on the last unit (MC). In othe 
words, the firm will be in equilibrium y 

when MR and MC are equal. We 
shall now elaborate these two points. 

Short period equilibrium of the 
firm under competitive conditions 
can be illustrated with the help of 
Fig. 21.11. 

We have illustrated the following 
three possible situations: 

(a) The short period price (OA) is 

higherthan the average cost of pro¬ 
duction. In such a case, the firm is ^ ^ 

getting super normal profit. The total 18 

amount of profit is given by the rectangle A BCD. In this case, the total revenue 

from sales is more than total cost of production. 

(b) The short period price (OH) is lower than the average cost of production. 
In this case, the total revenue is less than total cost of production and, therefore, 
the firm is running in loss. The total amount of loss is given by the rectangle 



EFGH. 

(c) The third possibility is that the short period price is just equal to the 
average cost of production. This is shown in the figure by point J. In this case, 
the total revenue is just equal to the total cost of production. This firm is 
neither enjoying abnormal profit nor suffering abnormal loss. 

The general tendency is to argue that the firm will produce in the short period 
only under the first and third positions, i. e., the firm will like to have profit; if 
that is not possible, it will like to cover all its costs. It may be argued that the 
firm will go out of business if it is getting a short period price OH, which is less 
than the average cost of production. But a firm may not get out of the busi¬ 
ness even though it may be incurring losses. In this connection it is useful to 
follow Marshall’s analysis of short period cost curves, viz., prime and supple¬ 
mentary costs or variable and fixed costs. 

In the short period, every firm has both fixed (supplementary) and variable 
(prime) costs corresponding to the fixed and variable factors. These two costs 
are added to make up the total cost of production. Normally speaking, the 
price per unit should cover the average cost of production which includes a per-..- 
centage of normal profits to the firm. If the price exceeds this cost, this firm 
will enjoy excess profit. But Marshall points out that in the short period, for 
production to take place, it would be just sufficient if the direct or prime cost of 
production alone is covered. Every producer will realise that the supplementary 
or fixed costs will continue to exist even when the firm is closed down. On the 
other hand, the amount of output depends directly upon prime costs and these 
costs should be covered by price if production has to take place at all. We can, 
therefore, following Marshall state that the minimum short period price which 
■will induce a firm to produce is the one which equals average prime cost or 
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average variable costs. The excess above prime cost which the firm is able to 
earn in a short period is called “quasi-rent” 3 by Marshall since it is an income 
earned by fixed plant and equipment during the short period. Fig. 21.12 
illustrates this fact. 



Fig. 21.12(A) explains price determination in the short period; Fig. 21.12(B) 
illustrates the relation between short period normal price and cost of production. 
The vertical scale is the same for both the diagrams representing price or revenue 
and cost. The horizontal scale, however, is different; the distance along the 
horizontal axis in the industry-graph measures the quantity in millions of units, 
while in the firm-graph it represents only units. Fig. 21.12(B) represents the 
different cost curves of a competitive firm in short period. The average variable 
cost is the prime or direct cost. The fixed cost is not given, since it does not 
determine price and since it is indirectly represented by the distance between 

AVC and AC curves. . 

The price is determined by the industry, and the firm having no price policy 
of its own accepts the price determined by the industry. This is shown by the 
horizontal straight lines drawn from the different price points {Pi.Pt.P,)- 
Suppose the short period normal price is OP\. The firm will decide not to pro¬ 
duce since the price does not cover even its prime cost or its AVC. Suppose, the 
short period normal price for the industry is OP t . This price is equal, to AVC 
at point A The firm can oroduce output OQ. Obviously, the firm is running 
in loss since price will not cover the whole of the average fixed cost AA . But as 
stated earlier, a firm will produce provided the short period normal price is at 
least equal to the average variable cost. This condition is fulfil ed when the 
short period normal price is OP*. The amount that a firm will produce w,U 
be determined by the equality of marginal revenue and marginal cost. If the 
firm is prepared to produce at the price of OP 2 . then it will do so happily when 

a The term 'renf is used in economic analysis in the sense of surplus income for a factorof 
oroduction which is not necessary to induce that factor to work. Supplementary factor* like 

machinery and superior types of labour need not be compensated in the short J*nod. for 

they will^ntinue to work whether compensated or not. Hence any mcomewb.cb th«c 
, y A..rir\a thp chort ocriod is of the nature of a surplus or rent. But, since this 

income ”nds 10 disappear-as will be seen later over the long run. Marshall characterised it 
as ‘quasi-rent’ as distinct from rent proper- 
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the short period normal price happens to be higher, say OP>. for the^ pnee 
which is in excess of variable cost OP, an extra income rful» which .• c. 
by the fixed factors. This extra income is quasi-rent and in Fig. 21.12 q 

''lit should be observed that the emergence of quasi-rent in the short run is 
compatible with the firm experiencing either losses or excess pro . 
example, in Fig. 21.13 when indus- Y 

try’s price is OP 3 quasi-rent is BC 
but the firm is incurring a loss equal 
to the amount BB'. When the price 
is OP A , quasi-rent is DE. When the 
price is OP y , the firm is able to cover 
average cost and is getting super¬ 
normal profit also. Quasi-rent, in 
this case is FG and the super-normal 
profit is FH. The concept of quasi¬ 
rent used here is that of Marshall, 
according to whom, any income 
above prime cost is quasi-rent. 



Fig. 21.13 


iUVC piiuic 13 HUOJI-ivui. - , . 

We can summarise here the relationship between short period normal price 


and various costs of production as follows: 

(n) The short period normal price should at least be equal to the lowest 
average variable cost. A firm will cease production when the price happens to 
be lower than the average variable cost. 

(6) The short period normal price can be less than the average total unit cost 
but above the average variable cost and thus may not cover the whole of 
fixed cost. But production will take place since quasi-rents are earned for fixed 
factors. 


(c) The short period normal price can be higher than the average total unit 
cost in which excess profits will be earned by firms. Excess profit may not be 
competed away in the short period since, the period not being sufficiently long, 
new firms cannot enter the industry. 

(</) The short period normal price must be equal to the marginal cost of each 
firm which is producing the product; the size of output, in fact, is determined 
by this equality of price and marginal cost. 

In the above analysis, we have assumed that all firms are producing with 
identical cost curves. But what will happen if all factors are homogeneous 
but entrepreneurs alone are heterogeneous? In such a case, those firms with 
more efficient entrepreneurship will have lower AC curves, while those with less 
efficient entrepreneurship will have higher AC curves. In the short period, 
therefore, some very efficient firms may be getting super-normal profit; some 
may be covering AC of production; and there may be some others who may not 
cover even their prime cost of production. The last type of firms will be 
taking the first opportunity to leave the industry. The position will be similar 
if all firms have heterogeneous factors and, therefore, have different types of cost 


curves. 
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Relationship between Industry’s and Firm’s Equilibrium in the Short Period 
Some thing should be said here about the relationship between the firm and 
the industry. Throughout this chapter we have explained how price is 
determined for the industry as a whole, i. e., for all the firms together. Each 
firm, we have pointed out, accepts this price and adjusts its output to it. 
The conclusion is that every firm depends upon the industry for the price of 
its product. But there is anothei side to this picture. Given a certain demand, 
short period normal price depends upon industry supply. But the industry 
supply is composed of aggregate supplies of indvidual firms at different 
prices. We shall explain this with a simple illustration. Suppose the expected 
short period normal price is P x . All firms are adjusting their output to Pi 
i. e., they produce the amount indicated by the equality of Pi and their 
marginal costs. Their total output may turn out to be small as compared to the 
amount which buyers are willing to buy at Pi. Consequently, price rises to P 2 . 
Each firm will now revise its calculation and produce more output because P 2 
is higher than Pi. It may be that the new total output after necessary adjust¬ 
ments may be too large as compared to the amount which buyers are willing to 
buy at the price P : . Price, therefore, may fall to P 3 . Firms will readjust their 
output again and each one will supply an output for which the marginal cost 
is equal to P 3 . As a result of series of adjustments in output, a price may be 
arrived at, which will bring about the equality of industry demand and industry 
supply. Thus, there is a mutual interaction between individual firm and the 
industry under perfect competition. . . . _ 

j: ■=3fjrsr r ^ 

leaving i« isnot in a stable condition. The competitive firm.. - equ.hbr.um 

Srs 

that of the competive firm one depending upon the other. 

Equilibrium of Firm in the Long Period 

Wmmmm 
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only affect directly the total quantities supplied at various prices but also affect 
the cost and supply schedules of existing firms. 

It is easy to show the relationship between the long period normal price and 
the marginal cost of production of a firm. The competitive firm will be in 
equilibrium when marginal revenues and marginal costs are equal, but marginal 
revenue is the same as marginal cost. Therefore, price is equal to marginal cost. 
That is, 

MR—MC 
MR =Price 
Price=A/C 

We shall now explain the relationship between price and average cost of pro¬ 
duction in the long period. 

During a short period, every competitive firm attempts to cover its average 
variable cost, though it will be happy to get a price which will be higher than 
the average variable cost. In other words, during a short period fixed costs need 
not be covered. In the long run, however, all costs should be covered, if the 
firm has to continue to produce. If the firm anticipates that some of its costs 
may not be covered by the anticipated long period normal price it will take the 
earliest opportunity to leave the industry. A firm can afford to incur losses 
for a short period but not over along period. Thus, an essential condition of 
equilibrium of an individual firm under perfect competition in the long period, 
is that the Jong period normal price should be at least equal to the long run 
average cost of the firm (we speak here of only average cost and not average 
total cost because in the long run there is only one type of cost viz., variable 
cost and there is no sense in speaking of average total cost). 

If long period normal price should not be below long run average cost and 
should be at least equal to the latter, can it be higher than the long run average 



cost? This is also not possible under the assumptions on which perfect com¬ 
petition is based. Excess of long period price over long period average cost for 
all or most firms in the industry will mean excess profits for these firms Excess 
profits will attract new firms to enter the industry as a result of which output 
will increase and consequently price will fall to the level of the average cost 
Therefore so long as firms have perfect freedom to get into or get out of the 
industry (.t i* *o under perfect competition), the long period normal price wiU be 
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just equal to the long period average cost of all firms. But we have already proved 
that the long period price will be equal to marginal cost- We thus reach the 
important conclusion that in the long run under conditions of perfect competi¬ 
tion, price will be equal to both AC and MC of production. In the long period 
in equilibrium AR=AC=MR=MC. This is illustrated in Fig. 21.14(B). 

We have argued that over a long period, the long-run normal price which 
the firm receives from the industry should not be less than or more than its long 
run average cost. If it is less, losses will be incurred, and if it is more, super¬ 
normal gains will result; but both losses and gains are incompatible with 
competitive conditions over long period. Therefore, the only alternative left is 
the situation where long-run normal price just equals long-run average cost. But 
we know that for a firm under perfectly competitive conditions the price is a 
horizontal straight line and that the long-run average cost curve is —shaped. 
Geometrically, a horizontal price or revenue curve can be equal to or tangent 
to a —shaped cost curve only at the lowest point of the latter. As shown in 
Fig 21.14(B) the tangency is obtained at point A, which is the point of lowest 
average cost. At this point long run marginal cost curve intersects the long 
run average cost. The point A. therefore, indicates that the long period normal 
price is not only equal to the long period average cost but is also equal to long 
period marginal cost. 


Long Period Adjustment of the Firm 

The long period adjustment of the competitive firm is given in Fig 21.15. 
Suppose th« the firm is expecting a price OP in the long period and .1 has 
a number of plan, sizes possible for it (in Fig. 21.15, 4 plant sizes are giver* 
If it starts with Plant size 1 with SAC, and SMC >, the firm can produce ON 


Y 



Fig. 21.15 
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which will have lower AC and which will yield net profits. For instance, the 
firm can choose Plant size 2 with SA Cz and SMCz. The firm will then get 
super-normal profit or pure surplus equal to CD. But the best position in the figure 
is given by the Plant size 4. For it is for this size of the plant that the firm 
reaches the maximum profit position. At point £ the price is equal to the long 
run marginal cost ( LMC ) and short run marginal cost (SMC). The super-normal 
profit is indicated by EF and the total amount of super-normal profit will be 
equal to EFx OR. We may conclude that a firm maximises its profit when it 
produces an output at which its long run marginal revenue (price) is equal to its 
long run marginal cost (LMC). 


Long Period Adjustment of the Competitive Industry 
In the above analysis we have shown that a firm will expand its output till 
OR and get a super-normal profit equal to EF. If all the firms in the industry 
produce with Plant size 4 and get super-normal profit equal to EF, the expansion 
of the industry will push down the supply curve of the industry. Besides this, 
situation with firms getting super-normal profit is untenable from the point of 
view of the industry. For when existing firms are getting super-normal profit, 
other firms will be attracted into this industry—firms getting only normal profit 
or even losses in other industries will quit them and get into that industry in 
which firms are getting super-normal profits. We know that the competitive 
industry is such that it is easy for new firms to enter. How fast or how slow 
will be the entry of the new firms is not important and will depend upon the 
nature of the investments in other industries. In any case, over a period of time 
new firms will enter the industry which earns profits for existing firms and 
thereby shift the industry supply curve to the right. If the attraction of the 
industry profit is so much that too many new firms have entered the industry 
the supply curve will be pushed down considerably to the right The new equili¬ 
brium price will be lower. 


Now, the competitive firms have to adjust themselves to the lower price. The 
fums find the new price quite low and all of them probably incur losses. 
They attempt to adjust themselves. Some are able to reduce their outputs com- 
paratively easily but some others may find it difficult to make the optimal size 
adjustment. Every firm will lose money now. Even this position is not consistent 
w.th long-run equilibrium. In the present case, each firm is incurring a pure 
loss. Hence some f.rms will leave the industry. As a consequence, industry 
supply shifts upward to the left. Given the demand curve, the supply curve 
shoujd shift upward to such an extent that the market price is just equal to 
LAC and. therefore, there is no profit or loss: only normal profit is earned at 

m , F M ? ' 5 ' At , the POmt ° f Cquilibnum ' ,he P [i “ *s equal to SMC 
, d fl C ab C P arl,cular P ,an « size 3- The long run tendency is that 
(a) Price in the long-run tends to be equal to LAC and LMC ; and 

( , 6 'o A ' ,h ' POim ofequilibrium ,he P rice in ‘he long-run will'be equal to SAC 
and SMC of a given plant size. 

The analysis of firm's equilibrium in the long period will be identical for all 

the firms under perfect competition. The long-run minimum average costs are 
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identical for all the firms in the industry; just as price is identical for all of them. 
It may be argued that all firms may not be of the same efficiency in producing 
a commodity. Some firms may employ special and superior factors of produc¬ 
tion; some may enjoy the advantages 
* of special location and yet others 

may have the fruits of superior 
management. In the absence, of 
homogenous factors, uniform mini¬ 
mum cost may not be realisable. 
Hence, some firms may get an 
excess income over others, though 
there may not be any firm which 
will be running in loss over the long 
run. It is, therefore, possible to 
visualise competitive firms to have 
super-normal profits. This is illus- 
Fig. 21.16 trated in Fig. 21.16. 

There is some truth in the above argument. But it should be realised that 

superior factors of production, whether of management, location or skill will 

have to bough, and paid for by .be firm. Super,or fcc.orun.ts, hereto^ 

receive higher compensation and when .his extra cos. .s added lo **"“ 

ordinary costs of production, the minimum long run average costs become ident.- 

03 We'shall^conclude out analysis of long-run equilibrium by summarising the 

conditions of long-run equilibrium. . . , „ xxl h» n the lom* 

The competitive industry will be in equilibr.um in the th “ 

period normal supply is equal to the long per.od normal demand When the 
industry is in equilibrium, there w.ll be no tendency Cher for new firms to enter 
the industry or existing firms to get out of the industry Th. absence of any 
incentive for entry or exit is indicated by the equably of AR (pr.ee) and AC 

for all firms in the long period. nm duces an output 

The competitive firm .s in long-run equilibrium when t P roduc ' s a " ° P 

at which the long run marginal revenue is equal to the long-ru g 

of the firm It will also happen that precisely a. the point of equably ot LUC 

l^Twmbe equal to Z LAC also. The 

under perfect competition is that long period normal price must be cqu 

the long-run average cost and the long-run marginal cost. 
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PRICING UNDER MONOPOLY 


M ONOPOLY refers to a market situation where ihere is only one seller having 
some kind of control over the supply of a commodity; it is an industry to 
which entry by others is barred somehow. A monopoly, in legal jargon, is an 
agency that has sufficient control over the supply of a commodity and, therefore, 
is in a position to influence the price. 

In recent years, different definitions of monopoly have been given. Lerner 
defines monopoly as any seller who is confronted with a falling demand curve 
for his product. In this definition, the concept of the singleness of a firm has 
been replaced by the concept of inelastic demand curve for the firm. Triffin 
defines monopoly as a market situation in which the firm is inpepcndent of price 
changes for the product of each and every other firm. i. e., the cross elasticity of 
demand between the monopolist’s product and every other product in the 
market is zero. Chamberlin follows the traditional concept of monopoly and 
the control over monopoly, according to him, is meaningless without 
reference to the thing monopolised. A monopoly, therefore, refers to a single 
firm, which has control over the supply of a product which has no close substi¬ 
tutes. Monopoly firm and industry refer to one and the same thing; a single 
firm constitutes the industry. Cases of monopoly in the sense of a single firm are 
as rare as those of perfect competition. But in an isolated locality, the existence 
of only one hotel, bank, doctor or general store may command monopoly power 
over the customers in that locality. In the field of public utilities, telephones 
and telegraphs, railways, provisions for water supplies, etc., may be cited as 
examples of monopolies. 

It is interesting to note different adjectives used by economists with the word 
monopoly. “Pure*’ monopoly is Used by some writers to imply absence of oligo¬ 
poly or monopoly elements. It is said to exist if there is one and only one 
seller in a well-defined market. According to John D. Sumner, “pure” monopoly 
implies zero elasticity of demand in contrast to the infinite elasticity of demand 
* which is characteristic of pure competition. “Pure” monopoly, according to 
Chamberlin, refers to one firm controlling tne supply of all goods in existence. 
Such a monopoly firm is called an “absolute monopoly” by Piero Sraffa. 

Classification of Monopoly 

Monopoly may be classified on different grounds. On the basis of ownership, 
monopoly may be classified into two types viz., private monopoly and public 
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monopoly. A private monopoly is owned and operated by private individuals 
or organisations for the purpose of profit—profit maximisation is the only or 
primary objective. A public or^government monopoly may be run, not only for 
profit but also for economic welfare of the community. Some economists 
prefer to call it a welfare monopoly. 

Monopoly may also be classified into simple and discriminating monopoly. 
A simple monopolist charges single or uniform price for his product from all 
customers. A discriminating monopolist, on the other hand, charges more than 
one price for the same commodity under the same selling conditions. Manu¬ 
facturers sell the same product by different brand names at different prices. 

Monopoly may be classified on the basis of entry. We have two types of 
monopoly, viz., that without effective threat of entry or which possesses an abso¬ 
lute advantage over potential entrants and that with effective threat of entry. In 
the first case, the monopoly firm may charge a price which will maximise its 
profits but which will not attract other firms to enter the industry. In the 
second case, the monopoly firm may not charge profit-maximising price but 
may charge a price which will bring it some profit but at the same time may not 
attract entry from potential competitors. 

Fritz Machlup speaks of perfect and confident monopoly and imperfect and 
pessimist monopoly. A monopolist is perfect and confident if he feels comp¬ 
letely secure, is not endangered by potential competition or any other limiting 
factor and is unconcerned about competition of newcomers of government 
action or any other reaction. A perfect monopolist is sure of his position and 
is confident of his profits. Imperfect monopoly is one which is threatened by 
newcomers’ competition, government sanctions and organised public reaction. 
The pessimistic monopolist is one who is convinced that newcomers’ competition 
will arise at any time and that it will spoil his business. The first may also be 
known as unlimited monopoly and the second as limited monopoly. 

1. FOUNDATIONS OF MONOPOLY POWER 

It is necessary to answer two important questions as regards monopoly: 

(a) How does a firm emerge as a monopoly power? 

(b) How does it manage to retain that power in the long run? 

Professor Robinson has emphasised the fact that a monopoly firm can exist 
only so long as it is able to bar the entry of its potential competitors or rivals. 
Some barriers to entry must exist if a single firm has to continue as a monopoly. 
According to Robinson, there are four factors which prevent entry of new firms 
into a monopoly industry.' 

1. Legal Prohibition. Law may confer monopoly rights and prevent entry oi 
rivals. Under patent and trade mark laws, the government grants patents, trade 
marks, copyright, etc. to inventors of new articles, new processes and new devices. 
A firm which acquires patent right for the production of a particular commodity, 
gets an absolute monopoly in its production, by excluding all other producers. 
It is protected by law against imitation by rival producers. 


»E. A. G. Robinson. Monopoly, Chapter 3. 
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Legislation may also be used to confer monopoly power to a single 6rm when 
public interest warrants. In the case of electric power, telephones, railway 
transportation etc., supply by more than one cojipany leads to duplication of 
services, high cost of production, inconvenience and waste of economic resources. 
It is in the social interest that there should be only one company in an area to 
undertake these services. These public utility services are commonly known as 
public utility monopolies or social monopolies. The Government confers 
exclusive franchise to only one concern and prohibits entry. 

Again, the Government can reserve for itself some monopolies and prevent the 
entry of others. It may do so for two reasons: 

(a) It may hope to provide better services to the community (e.g., posts and 
telegraphs). 

( b ) It may reserve some monopolies as sources of revenue ( e. g. t the French 
Government’s monopoly distribution of tobacco and matches).* 

2. Control of a necessary factor of production. According to Professor 
E. A. G. Robinson, it may be possible for a single firm to acquire control of all 
or most of the supply of a strategic raw material required for production. 
Monopoly power can also be acquired if a single firm has complete control over 
a special type of business management or capital equipment or even of labour. 
The monopoly firm can exclude all its competitors at will. This situation has 
been characterised as a natural monopoly. 

3. Advantage of combination. In some cases, large-scale production may have 
so many advantages that it may be impossible for a new entrant to producing 
on a small-scale to enter the industry. It is also possible that to start with, 
there may be two or more firms in an industry. Either unrestricted competition 
will drive out all but one firm or the competing firms may find it profitable to 
merge themselves and form a single company. In other words, monopoly may 
be created because of the inability of the market to accommodate more than 
one firm. 

It is possible for a number of competing companies in an industry to come to 
voluntary agreement among themselves to eliminate competition in the matter 
of price, output and sharing of the market. Either they all give up their diff¬ 
erent identities and merge into one organisation in the form of trust, or they 
combine but still retain their separate identities—such combinations are called 
by various names such as pools, cartels, trade associations etc. In many cases, 
monopolies are formed by means of compulsory combinations, when a powerful 
company might force less powerful competitors to sell their interests and clear 
out or merge themselves with the former. 

In this connection, Professor Pigou’s point may be noted, for according to 
him, combination is the most important factor which leads to the emergence of 
monopoly. 3 According to Pigou, whenever it is structurally economical for the 
typical individual firm to be large, one firm wiU produce and market major 
portion of the output. Important economies or advantages of a large firm are 
marketing, research, availability of secret processes, etc. Further monopoly will 

2 Such monopolies are known as fiscal monopolies. 

*A. C. Pigou, The Economics of Welfare .Part II, Chap. XIV. 
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come into existence when advantages of vertical or horizontal integration are 
possible. The same will also be true when economies of by-products are 
available. 

4. Existence of goodwill. An already established firm will possess consider¬ 
able goodwill which cannot be easily broken down by a new entrant. According 
to Professor Robinson, in those industries in which both goodwill and econo¬ 
mies of large-scale production are so important, it is virtually impossible and 
prohibitively risky tor a new entrant to jump immediately to full output. 4 
A potential competitor may even find it difficult to enter the industry. 

Which of the different types of monopolies we have described above, have a 
tendency to perpetuate themselves? Natural monopolies which arise as a result 
of monopoly ownership of raw materials or the existence of large-scale econo¬ 
mies necessitating a monopoly or the inability of a market to accommodate more 
than one firm—all these may not be permanent because it is possible for a rival 
to enter the monopoly industry at some stage or the other. A discovery of a 
new source of raw material will destroy a monopoly based on monopolistic 
control of raw materials. Existence of economies of large-scale production may 
not always mean the possibility of only one company. Lastly, the size of the 
market may expand to such an extent as to accommodate new competitors also. 
Monopolies of legal or institutional character will be removed from the scene, 
the moment patents, trade marks and copyrights lapse after a given number of 
years. Voluntary monopolies created by combinations, mergers and integrations 
may be destroyed, either by some of the participating companies becoming 
independent, i. e., backing out or by the emergence of a new competitor who 
refuses to enter into the existing monopoly organisation. It is also possible as 
in the United States of America, for the government to pass laws against combi¬ 
nations and dissolve the monopolistic combines, cartels, trusts, etc., if they were 
already formed. 

But there is one type of monopoly— viz., social monopoly or public utility— 
which has a tendency to continue as a monopoly. Not only the public utility 
firm tends to avoid potential competitors but society itself, in the name of effi¬ 
ciency and economy, requires the continuance of the single seller monopoly. It 
is in the social interest that the industry be controlled by a single firm. 

Presence of Monopoly 

Since in the practical world there is usually neither complete competition nor 
complete monopoly in any industry and since the degree of monopoly power in 
existence in practice differs by minute gradations from situations that approxi¬ 
mate perfect competition to those which resemble absolute monopoly, it is 
obviously impossible to draw any precise line of demarcation distinguishing 
industries which are monopolistic from those which are not. Particularly in 
the middle ground, there is always scope for dispute and honest difference of 
opinion However, in spite of this difficulty there are certain conditions which 
would unmistakably lead one to describe the industry as having monopolistic 
elements In a competitive market, for instance, the price of the product tends 
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to vary with every change in supply or in demand. Thus, the more competitive 
the market the more sensitive is the price to market conditions, and in the most 
highly organised competitive markets, such as the well organised produce or 
security exchanges, it is not uncommon to have price changes, almost constantly, 
with minute-by-minute variations in the quotations. As against this tendency 
witnessed in a competitive market, the monopolist can fix any price he wishes 
and the consumers will adjust their purchases to such a price. Thus, while it 
is impossible for any competitive producer to exercise any degree of control over 
the price of his commodity, the monopolist does enjoy this privilege and larger 
the degree of this control exercised over the price, the more perfect is the mono¬ 
poly. Thus, the first indication of existence of monopoly is proved by the 
co-existence of fixed price and fluctuating output in an industry. 

A second indicator of possible monopoly power is the concentration of a large 
production of the total output of a commodity in the hands of a single firm or 
of only three or four firms. Legitimate grounds for suspicion of the existence 
of monopoly would also be present when, in spite of the presence of many firms, 
these were in fact operated and owned by a few owners. 

Although an unusual stability of prices and a high degree of concentration of 
production are indicators of possible monopoly, there arc many other things too 
that are apt to arouse suspicion regarding the existence of monopoly. Thus, the 
rendering of identical bids on a contract by a number of supposedly independent 
and competing concerns, the charging of different prices from different custo¬ 
mers for the same or substantially the same commodity or service, the dividing 
of the market into territories allotted to particular producer’s plants located at 
different places are other indicators of a possible monopoly. 

Professor Robinson mentions five indicators of monopoly power. These are: 
Vertical integration (i. e., combination of firms producing various processes of 
the same product), defferred rebates, full-line forcing, local price cutting and 
unfair practices. 


2. PRICE DETERMINATION UNDER SIMPLE MONOPOLY 

We shall first explain price and output determination by a simple private mono¬ 
poly firm which feels completely secure from potential competitors or govern¬ 
ment interference or fear of public anger. Such a monopoly firm has a market 
all to itself in which, theoretically, it can follow any price policy it likes. It will 
accordingly set a price which will maximise its profits. 

We shall analyse demand and supply conditions of the monopoly firm to see 
how it determines its price and output. The demand curve for the product of 
the monopoly firm, which is the only firm constituting the industry, is the same 
as the demand curve of the industry-negatively inclined industry demand curve. 
While a seller under perfectly competitive conditions believes that he cannot 
influence the prevailing price or change it and that he can sell any quantity at 
Oie prevail,ng price, the monopoly firm finds that it has complete control over 

llr!!!tc7 y and ^ a V l C3n seH differenl quantities at different prices. In 
tw! Z * ^ hC m ° n ° 1 f°! y firm can ^ demand curve for its product. 

This demand curve will show that it can sell more only by cutting down its price 
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Corresponding to this curve, the monopoly firm will have a MR curve. 

In Fig. 22.1 the demand curvr* of the monopoly firm is sloping downward and 
the corresponding marginal revenue curve is sloping downward at a greater rate. As 
we have taken a straight line demand curve, the MR curve will also be a straight 
line and its slope will be double that of the demand curve. The most striking 
difference between a competitive firm and a monopoly firm-is in the shapes of 
average and marginal revenue curves. Under perfect competition, industry’s 
demand curve is sloping downward but the firm's demand curve is a horizontal 
straight line; consequently, AR and MR will be the same. But for the mono¬ 
poly firm (which represents the industry as well) the demand or the average 
revenue curve for the product of the industry slopes downward and the MR 
curve falls at a greater rate than the AR curve 

r 



Fig. 22.1 22 2 

The cost curves of a monopoly firm do not differ materially from those of a 
perfectly competitive firm. The only difference is that a competitive firm will 
be able to purchase any quantity of the faciors of production at constant prices, 
while a monopoly firm may have to pay increasingly higher prices when it 
expands its output. As a result, the marginal cost curve under monopoly will 
have an additional reason for rising, at a higher rate with increase in the output. 
But for this difference, the monopoly firm, like a competitive firm, will have 
both variable and fixed costs in the short period but variable costs alone in the 
long period 

Monopoly Price in the Short Period 

Fig. 22.2 shows the short period price and output determination for a simple 
private monopoly firm not threatened by entry of rivals. Equilibrium is attained 
at the point where the marginal cost curve cuts the marginal revenue curve. 
Theoretically, the monopolist can charge highest possible price at A but at this 
price he cannot sell anything. He can either fix a price at which average cost 
is the lowest, or a price which may give him a higher per unit profit. But he may 
not be interested in all these prices, for he is interested in maximising his mono¬ 
poly profit or net revenue. He will therefore, choose that particular output at 
which his marginal cost of production is equal to his marginal receipt from sales 
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(MC=MR). Of the many possible combinations of price and outputs, the one 
with OQ output and QP price yields him the maximum monopoly profit of 
RSTP. Any price and output other than these will tend to reduce his total net 
revenue and hence he will stick to QP price and OQ output. 

It is not necessary that the monopolist should get excess profit in the short 
period. It is quite possible for the short run monopoly price to be lower than 
the average cost of the monopoly firm, for in the short period it will produce as 
long as its average variable cost is covered. The only difference between a 
competitive firm and a monopoly firm during the short period is that there is a 
greater tendency for the monopolist to get higher price and secure excess profit. 

Long Period Adjustment 

In the long-run, the monopoly firm adjusts its capacity to changes in long-run 
demand. After these adjustments are complete, the monopoly firm will have a 
long period equilibrium determined by the equality of long period marginal cost 
and marginal revenue as shown in Fig. 22.3. In Fig. 22.3 the demand curve 
and the corresponding marginal revenue curve are given. The LAC and the 
LMC are the long period average cost and marginal cost respectively. In the 
short period, the monopoly firm may have a small plant giving short period 
average and marginal cost curves represented by SACi. and SMC lt The short 
period profit for the monopolist is given by the shaded area RSTP. The mono¬ 
poly firm will look for a more profitable plant size over a long period of time; 
} it will find plant size 2 better. Over the long-run, therefore, relevant average 
and marginal cost curves are SAC t and SA/C 2 . These curves form part of the 
long period average and marginal cost curves. The final long period equilibrium 
will be at point E\ when the long period marginal cost is equal to the marginal 
revenue. The final equilibrium price is P t Qi and quantity is OQi. The profit 
which the firm will secure over the long run will be the large shaded area 
RiSiTiP v At the point of equilibrium price and quantity, the plant size is such 



Fig. 22.3 Fig. 22.4 

that the short-run average cost curve is tangent to the long-run average cost. 
A monopoly firm maximises its profit in the long-run by producing and selling 
that output at which marginal revenue is equal to long-run marginal cost. 
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Monopoly Price Under Zero Cost of Production 

Suppose a monopoly firm has control over a natural resource for which it 
does not pay anything. Let us assume that it has no other cost of production. 
In other words, the cost of production for the firm is nil. What will be the 
price? This is shown in Fig. 22 4. In Fig. 22.4 the demand curve for the mono¬ 
poly product as well as the corresponding marginal revenue curve are given. AC 
and MC are the A'-axis itself— meaning zero cost of production. At point Q, 
marginal revenue and marginal cost are equal. Output will, therefore, be OQ 
and price will be PQ. The total monopoly profit will be ORPQ. 

The possibility of long-run excess profit is naturally an attraction for others 
to enter this monopoly industry, but either natural or artificial barriers exist to 
prevent such entry. It is also possible to consider the monopoly net revenue as 
a payment (therefore, as cost of production) for those factors, such as patents, 
copyrights, etc., which give a firm its monopoly power. 

Monopoly Price and Marginal Cost 

We can conclude our analysis of monopoly equilibrium by bringing out the 
relationship between price, marginal revenue and marginal cost, as this relation¬ 
ship is different from that of a competitive firm. For a competitive firm at the 
point of equilibrium, in the short or long period, price (or marginal revenue) is 
always equal to marginal cost. But for a monopoly firm, equilibrium is attained 
when marginal revenue and marginal cost are equal. This equality takes place 
at a point below the average revenue or price. Naturally, therefore, monopoly 
price will be higher than marginal cost. Joan Robinson has shown the follow¬ 
ing relationship between price and marginal cost in terms of elasticity of 
demand. 

e= in which 
e stands for elasticity, 

A stands for Average Revenue or price per unit, and 
M stands for Marginal Revenue. 

The above formula can be re-written in terras of price, as follows 

A (price )=M 

This formula states tnat monopoly price (4/?) is equal to MR multiplied 

b v —But we know that in equilibrium, marginal revenue and marginal cost 
3 e— 1 

are equal. The above formula can therefore, be re-written, substituting MC for 
MR t as follows: 

A (Price)=A/C x^j 

Alternative Analysis of Monopoly Equilibrium 
So fa*- we have explained price and output determination under monopoly by 
making c ,e of the took of marginal cost and marginal revenue analysis. We can, 
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however, explain monopoly price determination with the help of the total cost 
and total revenue. The monopoly firm can estimate the total revenue for diff¬ 
erent outputs it can sell at different prices. At the same time, it can calculate 
its total cost of production for the various outputs. It will decide to produce 

that output which will provide it with the maximum of profits. Fig. 22.5 
illustrates this position. In Fig. 22.5 
on the horizontal axis, we measure 
, the quantity of output; on the verti- 
- cal axis, we measure the total 
revenue and total cost. While the 
total revenue curve rises from zero, 
the total cost curve starts from a 
higher point to show a certain 
amount of fixed cost will exist even 
when there is no output. The maxi¬ 
mum difference between total revenue 
and total cost is for the output OQ. 

For OQ output, total revenue is QN 
and total cost is QL. Total profit 
for this output is NL —this is the maximum pro6t for any output the monopoly 
firm can produce. The monopoly price is not given in the figure. It cannot be 
found out directly from the figure. The price per unit is: total revenue divided 
j by the quantity sold (in the figure, price is =QN/OQ). 

3. PRICE DETERMINATION WITH EFFECTIVE THREAT OF ENTRY 

So far we have assumed that the monopoly firm feels completely secure from 
the danger of entry by other firms, that it will be guided by only one consi¬ 
deration, viz., maximising profits, and that it will not bother about the reactions 
of the public or the government. But there may be cases when monopoly firms 
do not feel so secure about their actions with regard to price and output policy 
and, therefore, are not in a position to follow profit maximisation policy with¬ 
out attracting entry. A monopoly firm, in such a position, will have two alter¬ 
natives before it: 

(1) It can choose a profit maximising price, attract competitors and share the 
market with them over the long period; or 

(2) It can fix a lower price which will bring it a smaller amount of excess 
profit but prevent the entry ot competitors. 

Which of these two alternative policies will be followed, in practice, will 
depend upon the actual circumstances in which a monopoly firm may find itself, 
k If the monopoly firm considers the earning of maximum excess profit even for a 
short period preferable and if it does not mind sharing the market later with its 
competitors, it will choose the first. On the other hand, if the monopoly firm 
regards the possession of monopoly power as more important than getting maxi¬ 
mum supernormal profits, it will choose the second alternative. Generally 
speaking, it will be better for the monopoly firm to earn less than maximum 
profit over the whole life of its existence and keep the entire market for itself, 
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rather than charge a high price, secure maximum profits for only a short period 
of time, attract entry of competitors and then share the entire market with them. 
The monopoly firm, threatened with entry by potential competitors, therefore, 
will have to look for a price which will be lower than the profit-raaximising- 
price, which will enable it to secure some excess profits but which will prevent 
entry of new firms into the industry. We can analyse this situation with the 
help of a diagram as shown in Fig. 22.6. 

In Fig. 22.6, profit maximisation is indicated by the equality of marginal 
revenue and marginal cost; the price would have been QP and output OQ if the 

monopoly firm was not bothered 
about competitors. The total mono¬ 
poly profit will be RSTP ; this is the 
maximum profit the monopoly can 
get. But the imperfect and insecure 
monopoly firm may have to choose 
a lower price, say Q\P\ and at the 
same time sell a larger quantity of 
output. OQi. The price QiP x fulfils 
an important purpose, viz., it enables 
the monopolist to get some excess 
profits which are not considered 
high enough to induce potential 
competitors to enter his industry. 
The excess profits that result to the 
monopoly firm by selling the output OQ x at P x Qi price per unit are represented 
by the area RiSiTiPi. A price higher than this will, by resulting in greater 
excess profit, attract entry. A lower price than this is obviously unnecessary. 
It is in this sense that QiP x has been termed as “limit pricc^' 

It should be noted that it is not easy for a monopoly firm to estimate exactly 
when potential competitors will enter the industry. Entry will depend not only 
upon high price and excess profits of the present monopoly firm but also upon 
such factors as whether the present high price will contioue even after others 
have entered the monopoly industry, the prospective costs of production of the 
new entrants as compared to those of the present monopoly firm, etc. It is 
difficult, therefore, to say what will be the “limit price" and ' limit output of 
the monopoly firm which will prevent entry. We can. however, make two 
observations regarding the limit price. 

(a) The limit price is that price above which new entrants will be attracted to 
enter the industry and can be expected to make excess profits. 

( b) the lower the limit price, the greater the chance of preventing the entry of 
competitors-the best position is indicated when the limit price is equal to the 
long-run average cost. Since, at this stage, the price is equal to the average 
to’al unit cost, the excess profit of the monopoly firm disappears and with it 
also disappears the threat of competition. In Fig. 22.6, this price is PzQ v « 
the imperfect monopoly firm knows the limit price which will prevent entry, it 
may choose either of the two alternatives which we have explained at the begin¬ 
ning of this section. 
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4. DISCRIMINATING MONOPOLY 

So far we have assumed that a monopoly firm will charge uniform prices from 
all iis customers. But a characteristic feature of monopoly pricing is the exis¬ 
tence of price disrimioation, viz., charging different prices from different custo¬ 
mers for the same or substantially the same commodity at the same time. 
Discrimination may arise under the following conditions: 

(,) Different prices may be charged, while conditions surrounding various 
sales are substantially similar, as for example, charging Rs. 2 for a kilo of sugar 
from one person and Rs. 1.50 per kilo from another 

( ii) Discrimination may arise for various transactions even though identical 
prices are charged everywhere, such as charging uniform prices at the produ¬ 
cing centre as well as at a distant market, ignoring the cost of transport. 

(iii) Discrimination may arise when different prices are charged to different 
buyers for different varieties of a commodity when price differences are not the 
same or proportional to the differences in the costs of producing the different 
varieties. For example, cost of manufacturing a low-priced cigarette may be 
20 paise per packet and the medium-priced cigarette 25 paisc per packet but the 
two varieties may be sold in the market at 30 paise and 60 paisc per packet 
respectively. 

(iv) “Haphazard” discrimination may arise whenever goods are sold on 
special orders so that the buyer has no knowledge of what price is being charged 
from other buyers for the same commodity. 

) (v) Discrimination may be based on the size of the purchase, as for example, 

Re. 100 may be charged as price for small size tooth paste and Rs. 2.50 may be 
charged for giant triple size tooth paste. 

(vi) Discrimination may be related to the location of the buyers. For example, 
the railways may charge long distance passengers lower rate per mile and short 
distance passengers a higher rate per mile. 

(v«) Discrimination may be based on the income of the consumers. For ins¬ 
tance, a doctor might charge four rupees from poor people and eight rupees 
from rich people as consultation fees. 

(v/ii) Discrimination may depend upon the time and type of use of the services 
of the monopolist, as for example, higher rates are charged during daytime and 
lower rates during night for long distance trunk telephone calls; similarly, diff¬ 
erent rates are charged for the use of electricty for lighting and power. Electri¬ 
city for power is charged at a lower rate than that for domestic purposes. 

Pigou speaks of three types of price discrimination. Discrimination of the 
first degree will obtain if the monopoly firm fixes different prices for different 
buyers and different prices for the different units which buyers may be prepared 
to buy. The idea behind this kind of discrimination is to enable the discrimina¬ 
ting monopolist to get maximum income from each of the buyers. We can put 
the same idea in a different way-differedt prices for different units are charged 
so as to eliminate the whole of consumers* surplus which might arise under 
uniform price for all the units and for allthe buyers. Discrimination of the 
second degree will obtain if the monopoly firm charges different prices for diff¬ 
erent buyers and different prices for different units of the same commodity but 
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not at maximum possible rates but at a lower level—the monopolist will leave a 
certain amount of consumers* surplus with the consumers. Discrimination of 
the third degree—the most common type in practice—obtains when the mono¬ 
poly firm charges different prices from different buyers by classifying them into 
different sub-groups or markets. 

Conditions Essential for Price Discrimination 

Price discrimination is possible only if three conditions are present. In the 
first place, the price discriminating firm must be a monopolist or if there are 
more than one firm (say a situation of duopoly or oligopoly) the competing firms 
should agree to follow uniform price policy. 

Secondly, there should be two or more markets for the commodity or service. 
The different markets are classified on the basis of elasticity of demand of the 
buyers who constitute them. Persons with inelastic demand for a commodity 
or service will be in a position to pay higher prices compared to those with 
elastic demand. A doctor, for example, can charge his rich patients high fees 
because they can afford to pay them. He can, therefore, get larger income by 
charging different fees from different patients by classifying them into different 
groups on the basis of their paying capacity rather than by charging uniform 
fee from all groups of patients 

Thirdly, there should not be any opportunity for those who pay the lower 
price to resell the commodity tc those who are charged higher price. In other 
words, goods should not be moved from the lower-priced market to the higher- 
priced market by the buyers themselves. Such a resale by the buyers them¬ 
selves will prevent the discriminating monopoly firm from selling the commodity 
in the higher-priced market. Similarly, the rich customers purchasing goods m a 
higher-priced market should not visit the lower-priced market. To make discri¬ 
mination possible in the commodity market, a discriminating monopolist uses 
the fruitful device of different brand names and packaging so as to give the same 
commodity different appearances. 

Technique of Price Discrimination 

The purpose of price discrimination is lo maximise monopoly profits The 
monopoly firm can secure maximum profits only if it adjusts its price and out¬ 
put in each market in terms of demand conditions of the market. The technique 
of price and output determination followed by the discriminating monopoly firm 
is precisely the same as that of the simple monopoly firm which attempts to maxi¬ 
mise its profits by producing and selling a quantity at which its marginal cost 
of production is equal to its marginal revenue from its sales. The discriminating 
monopoly firm-given the different demand schedules for its product in the difl- 
erent markets-will produce and sell such quantities in each market at which 
me marginal revenue in each of the different markets will be equal to the marginal 
cost of production. If marginal revenue in one market is lower and in another 
market higher, it will be clearly to the advantage of the monopoly firm to shift 
sales from the former to the latter. Suppose that marginal revenues are Rs. 50 
and Rs. 60 per quintal of wheat in the home market and foreign market respec¬ 
tively. If a quintal of wheat is shifted from the home market to the foreign 
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market, the total revenue would increase by Rs. 10. It is so because the firm 
will lose Rs. 50 in the home market when it takes off a quintal from the home 
market, but will gain Rs. 60 when it disposes of the same in the foreign market. 
The process of shifting goods from the home market to the foreign market will 
raise price and consequently marginal revenue in the home maiket; and at the 
same time, it will reduce the price and, therefore, the margiual revenue in the 
foreign market. A stage will be finally reached when marginal revenues in both 
the markets will be the same; and at that stage it will be clearly unprofitable 
for the monopolist to shift sales from one market to the other. The technique 
of price discrimination is that the monopoly firm will sell such quantities in diff¬ 
erent markets at which the marginal cost of the entire output is equal to the margi¬ 
nal revenues in the different markets. We shall explain this technique with the 
help of Fig. 22.7. 

In Fig. 22.7, there are three diagrams, the first two represent two markets and 
the third represents the combination of the first two- Market A represents the 
market of the higher income groups consumers and hence the demand and 
marginal revenue curves are steeper and start from a higher level. The aggregate 
demand curve in the third figure is the lateral addition of D , and D t . Similarly 
aggregate marginal revenue curve (AMR) is the addition of MR, and MR V The 
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charge a high price at home and a lower price abroad. This type of price discri¬ 
mination is known as ‘dumping’ The existence of two prices—a higher one at 
home and lower one abroad—naturally arouses the anger of competitors abroad, 
who complain that the monopoly firm is selling below cost. The discriminating 
monopoly firm, however, is following the simple objective of maximising its 
profits by charging different prices according to the nature of the different 
markets. Fig. 22.8 illustrates this position. 

In Fig. 22.8, D\ and D t are two demand curves. Di is the demand curve for 
the protected home market which is a monopoly market. D 2 is the demand > 
curve for the foreign market which is a competitive market. MR V and MR 2 are 
the corresponding marginal revenue curves in the two markets. Two points 

should be emphasised here. First, 
the aggregate demand curve for the 
two markets is ABD 2 \ the portion 
BD i of the monopoly market is not 
relevant, for below price B the firm 
will not sell in the monopoly mar¬ 
ket. Second, the aggregate marginal 
revenue (AMR) is AR X D 2 i. e., the 
portion below /?! is not relevant. 
The principle of price discrimination 
is that marginal cost should be equal 
to the marginal revenue in the two 
markets. In Fig. 22.8 the equality 9 
of marginal revenue is indicated by 
the marginal cost cutting the marginal revenue of the competitive market at 
point R. Points R and Ri are equal. Perpendiculars at these points indicate 
the prices and the outputs in the two markets. It is important to note that 
point does not indicate the equilibrium for the home market because at this 
point MR X is less than MR 2 . Moreover, there is really no marginal revenue 
curve below point Ri. 

Effects of Price Discrimination 

Under price discrimination, there are two or more prices instead of a single 
price for the commodity. A buyei will not be able to buy it at a price lower 
than the one fixed for him by the monopolist. Important effects of price discri¬ 
mination are: 

1 . Price discrimination of certain types are followed to acquire stronger mono¬ 
poly power. Predatory dumping or cut-throat price-cuiting may be followed 
either within a country or abroad to destroy competitors and create monopoly 
power. 

2. The discriminating monopolist secures higher profit as compared to the# 
profit secured by the simple monopolist. It is precisely for this reason that 
price discrimination is practised by a monopoly firm. 

3. The total output under price discrimination will generally be larger than 
that under the simple monopoly. 
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Is Price Discrimination Justified? 

Discrimination of all types is considered bad by people and price discrimi¬ 
nation is no exception. In the past, large companies have attempted to destroy 
financially weaker and smaller companies by charging abnormally low prices in 
common markets and recovering their losses by charging high prices in those 
areas already monopolised. The common man identifies price discrimination 
with such types of price-cutting—known as cut-throat competition—which have 
always been condemned. But price discrimination may not be motivated in all 
cases by a desire to gain a stronger monopoly power through destroying compe¬ 
tition. Whether price discrimination is economically justified or not will depend 
upon the question whether it is advantageous or harmful to the interests and 
welfare of consumers and to society as a whole. 

There are many ordinary services such as the services of railways or doctors 
in a rural area which cannot be provided profitably unless price discrimination 
is allowed to prevail for, uniform prices will mean low income. Since these 
services are essential to society and since they promote economic welfare, price 
discrimination which makes these services possible should also be considered as 
necessary and hence justified. 

As compared to simple monopoly, price discrimination must be disadvan¬ 
tageous to those buyers for whom the price is raised and advantageous to those 
for whom the price is reduced. Generally speaking, the reduced price is for 
poorer classes of customers, while the higher price is meant for richer customers. 
If this were to be the case, the gain to the poorer customers who pay tho lower 
price will more than offset the loss to the richer customers who have to pay 
higher price. This argument gains additional force if we can show that the 
poorer customers will have gone without the commodity if the monopolist had 
charged a uniformly high price for all customers. 

An argument against price discrimination is that the monopoly firm may 
charge a higher price in the home market and a lower price in the foreign mar¬ 
ket. It is possible to show that this can be justified economically. Suppose, 
the monopoly industry is subject to increasing returns or decreasing cost. In 
the absence of the foreign market, the monopoly firm will be forced to produce 
and sell a smaller quantity in the home market alone and its cost of production 
will necessarily be more. But when it has a foreign market available as well, 
it can produce the entire output meant for home market at a lower price and 
hence the price it will charge in the home market will necessarily be lower than 
in the former case. Thus normal “dumping’* is economically justified. 

To the extent price discrimination means larger production than that of simple 
monopoly, it is to the advantage of society since large production implies greater 
economic welfare. At the same time, price discrimination implies output restric¬ 
tion and hence involves the difficult problem of maldistribution of resources; in 
this sense, it is not justified. 

5. ECONOMIC CONSEQUENCES OF MONOPOLY 

The attitude of the public in many countries towards complete and partial 
monopolies has for many years been one of acute distrust and opposition. What 
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is wrong with monopoly? 

One of the principal objections to monopoly is its effect on price and output 
and the burden it places on the consumers. The success of monopolies has been 
due to charging of high monopoly prices and restriction on output. They reap 
large profits at the expense of consumers. Taking only one out of innumerable 
examples from American history, the Aluminium Company of America made a 
net income of more than $ 335 million over a 50 year period on its original small 
investment of $ 1 million. 

By restricting output the monopoly firm maintains its own advantages and 
continues to get excess profits. It docs so by preventing the movement of other 
factors which will like to enter the industry. Since the monopoly industry 
employs a smaller number of factors, other industries have to employ a greater 
number of factors which are economically necessary. Factors employed in mono¬ 
poly industries secure higher remuneration and those employed in competitive 
industries get lower remuneration. In other words, there is a general distortion 
in the distribution or allocation of resources between industries, a smaller 
amount than is desirable going to competitive industries. This wrong allocation 
of resources, therefore, is a social loss. 

One of the important criticisms levelled against monopolies is that they do not 
bother at all about developing new processes and methods of production making 
new inventions, as their profits do not depend upon continuous progress in 
production. It is even possible that they may go to the extent of securing con¬ 
trol of new inventions by fair or foul means, only to put them in cold storage 
as not to disturb the existing conditions, in the industry. Monopoly, therefore, 
may operate as a bar to planned economic progress. 

The promotion of monopolies has generally been accompanied by abuse of 
investors. By painting alluring pictures of high profits and perpetual exploitation 
of the market, promoters of monopoly combinations have often induced indepen¬ 
dent businessmen and investors to join combinations. In certain cases, the 
initiative to get monopoly combinations is taken by the leading firm known as 
the price leader. Though the combinations are supposed to be voluntary, yet 
much black mailing and threat of cut-throat competition are used to force small 
independent business units to join the combination. 

Monopolies have been charged with increasing the instability of the economic 
system. Monopolies, generally, maintain stable prices for their products in 
periods of good business, in the face of increasing production and falling unit 
costs—such policies lead eventually to business breakdown and depression. 
Further, in periods of depression, monopolies are likely to maintain their usual 
price, sell smaller amount at the stable price rather than try to sell more at a 
lower price. The policy will result in unemployment of labour and other factors 
of production, reduce consumers* purchasing power and eventually affect all 
industries and add to the cumulative downward spiral of depression. According 
to many economists, cyclical depressions can never be eliminated or even greatly 
reduced in severity so long as many industries arc controlled by monopolies with 
their rigid and sticky prices. 

A very important complaint against monopoly is that it resorts to un air 
tactics to acquire and maintain monopoly power. Large firms in America used 
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to resort to cut-throat competition, secure favourable rates and rebates from 
railways damage the reputation of competitors and their products, etc. All 
these were done for the purpose of acquiring monopoly position in the industry. 
Bribing of legislators and senators to prevent the passing of legislation against 
monopolies, and bribing of judges to interpret anti-monopoly laws favourably 
and liberally, are very common events in American economic history in the last 
fifty or sixty years. 

Lastly, in countries like the United States of America, the monopoly prob¬ 
lem goes far beyond the monopoly control of some specific industries, but 
has extended to their control of entire economy, of the Government and even 
public opinion through newspapers. In America, it is estimated that some of 
the 30 “billion dollar” companies own assets larger than those of most States 
of America. 

It was for these reasons that monopoly has been regarded as a social evil and 
various measures have been taken to control and regulate it. Before we describe 
these measures, it is well to note the important merits of monopolies. 

The great merit of a monopoly is its financial strength and its ability to meet 
a business depression successfully. Secondly, monopoly firms, being large, secure 
all the internal economies associated with large scale production. Thirdly, 
combination of firms in the form of a monopoly is essential to meet powerful 
foreign competition. Fourthly, combination is probably the only alternative 
for an industry which is depressed and which consists of inefficient firms compe¬ 
ting with one another. Finally, monopoly firms cannot be avoided in the case 
of public utility undertakings. These are important and solid advantages 
and they have been appreciated everywhere after the Great Depression of 
1929-33. 


6. CONTROL AND REGULATION OF MONOPOLIES 

Three alternative policies have been followed so far in different countries. They 
are: 

(a) Anti-monopoly legislation. 

(h) Control and regulation of prices and output. 

(c) Public ownership of Monopolies. 

Anti-Monopoly Legislation 

In America, legislation was used both to restrain monopolies as well as to 
dissolve them. The Sherman Anti-Trust Act of 1883, the Clayton Act and the 
Federal Commission Act of 1914, Robinson Patman Act of 1936, etc. were all 
meant to prevent monopolies and bring about fair competition. In fact, the 
control of monopoly in the United States was considered such an important 
problem that it was often included in the election campaigns for the highest 
office of presidentship there. Thus, Woodrow Wilson, for instance, was elected 
to the Presidency in 1912 on a platform calling for greater and more effective 
control over monopoly, and soon after his election as President, the programme 
of clarifying the provisions of the Sherman Act was taken up. There has been 
a continuous attempt to enforce anti-trust legislation in America and hundreds 
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of cases involving trade associations have been fought successfully by the 
Government during this period. Anti-monopoly legislation attempts to do three 
things: 

(a) Prevent monopolies from coming into existence; 

(b) If they come into existence, get them dissolved and split them into a 
number of competing companies; and 

(c) Prevent monopoly firms from following unfair practices. 

It must be said that in spite of a series of anti-trust acts passed by the legis¬ 
lature, the American policy of dissolving monopolies and enforcing competition 
in industry has not been particularly successful. Some monopolies have been 
able to avoid prosecution altogether, while others have been brought to court 
only to escape all penalties for their activities. Even where the government 
succeeded in dissolving a monopoly, it has not been able to restore perfect 
competitive conditions. In fact, a monopoly when ordered to dissolve, splits 
itself up into a small number of apparently separate companies giving rise to 
situation of oligopoly; but the position under oligopoly is not in anyway better 
as compared to that of monopoly. Further, in recent years, monopolies have 
become more difficult to control since many of them arise out of the activities of 
trade associations or result from secret and informal co-operation of large firms 
between whom there are no actual agreements or combinations. The inescapable 
conclusion, therefore, is that dissolution of monopoly is no solution at all, and 
that the alternative policy of regulation may be followed. 

It many countries legislation is used to maintain fair competition and to 
prohibit unfair methods of competitive commerce. Unfair practices include cut¬ 
throat competition, full-line forcing, secret rebates, the use of “fighting brands*’ 
etc. But there arc many practical difficulties in ensuring fair competition since 
monopolists find it comparatively easy to evade legislation 

Control and Regulation of Prices 

Regulation and control of monopolies is generally used in the case of natural 
monopolies which, if left unregulated in private hands, would prove instruments 
for the exploitation of the people. Regulation may be to control prices or to 
control output or both. The Government can appoint a rate or price tribunal 
• which will have the power to fix fair price schedules for the service provided by 
the public utility monopolies. The railway rates tribunals in various countries 
and Inter-State Commerce-Commission of the United States are organisations 
appointed by the Government for the purpose of regulating monopoly price 
schedules. These organisations have to face a number of important difficulties 
in calculating prices which public utility monopolies arc expected to charge. For 

example, there is the difficulty of calculating average cost of services especially j 

in those services which involve joint costs. Then there is the problem of deciding 
upon the margin of profit which should be allowed to monopoly firms. Further¬ 
more, in the calculation of margin of profit, it will have to be decided whether 
the margin of profit should be for the original investment of capital or the 
present boot' value of the investment. Lastly, allowance has to be made for 
good and b, 'ars; profit margin for good vears will have to include allowance 
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price whiclj (in Fig. 22.9) is Q\P\ 
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for possible losses during bad years. These are all Practicaldifficvdties and can- 
not be easily solved, as experience of many countries m this field points out 
Assuming^that the regulating commission of a monopoly knows the cost and 
pr“‘ure of the* monopoly, there are two or three alternative policies 
which the commission can follow. Fig. 22.9 helps us to understand the 

Pt In bl th™ absence of regulation by the Government Commission, ‘^ monopoly 
firm will choose the profit maximising 
corresponding to which its output 
will be OQi. Competitive output 
and price are indicated at the point 
where average revenue and average 
cost are equal (at P 2 where the com¬ 
petitive price and output are PtQ t 
and OQ 3 respectively) and where the 
participating firms will get only 
normal profits. The regulating com¬ 
mission can, therefore, set this price 
and expect that the monopoly firm 
would produce OQ 9 output. It should 
be noted here that if the commission 
fixes OB price for all units at which 
AR—AC, this fixed price will become the new AR 
monopoly firm. The monopoly firm can still follow the principle of equating 
MC and MR and produce an output indicated by the point N (/. e., OQ%). At 
this price, the firm will still get monopoly profit {NN X ) but at the same time it 
will not be producing OQ> output. Hence, the regulating authority should set 
a price which equates AR an AC and also insist that the monopoly firm produce 
OQ 3 output (i.e , all the output that can be sold at that price must be produced). 

The other method of fixing the monopoly price is that it should be fixed at 
the point where the marginal cost of production is equal to the price or average 
revenue of the monopolist (at the point P, in Fig. 22.9). The idea behind this 
argument is that the price represents the value of the resources used up in pro¬ 
duction and the price represents the value of the commodity to the consumers. 
It is, therefore, socially desirable that production should expand till the marginal 
value of resources is equal to the marginal cost of resources. If, on the other 
hand, marginal cost is less than price, it means that an increase in output can 
create more social value than the value of the resources used up. But such a 
proposal that a monopoly firm should be asked to fix a price and output at the 
point of equality between price and marginal cost, has a number of theoretical 
and practical difficulties, the most important being that if the marginal cost 
curve is declining, the equality of price and marginal cost will indicate losses to 
the monopoly firm. 

Public Ownership of Monopolies 

Since the method suggested to regulate prices and output has practical diffi¬ 
culties many economists advocate, and in fact, it has been carried out in some 
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cases, that public utility monopolies should be owned and operated by the 
public. It is common nowadays to come across, even in the most conservative 
countries, public ownership and management of such utility services as the 
railways, roadways, electricity, telephones, posts and telegraphs, etc by Central 
and State Governments, by municipalities and other local bodies. Wherever 
governments have proved efficient, the operation of natural monopolies by the 
government is considered as the most desirable solution which will lead to the 
maximising of total social welfare. But there are two dangers in government 
ownership and management. 

In the first place, the political system of the country may be corrupt, or honest 
but unintelligent and inefficient and this will endanger the succes of public 
monopolies. The possibility of corrupt and inefficient government or adminis¬ 
tration is all the more great in the context of management of public utilities 
in underdeveloped countries where the civil servants lack adequate experience 
and moral integrity needed to manage nationalised industries efficiently. This 
danger can be removed by entrusting the management of monopolies to indepen¬ 
dent corporations. 

Secondly, there may be misuse of resources as a result of public management 
of monopoly services. Since the services are produced in anticipation of demand, 
investment may be made by the government or municipality in anticipation of 
returns and these anticipations may not prove correct. In such cases, the burden 
of failure of any undertaking will have to be borne by the general public. But 
such a danger is not very great in the case of natural monopolies. 

Thirdly, monopolies taken over by the government will tend to create concent¬ 
ration of economic power in the hands of the State which may not go well with 
freedom for the individuals. 

Among other methods suggested for the control and regulation of monopolies, 
mention may be made of Purchasers* Association (to increase the bargaining 
position of buyers against monopoly), the use of publicity to make known the 
abuses of monopoly, and the use of taxation and subsidy to compel the monopo¬ 
list to produce competitive output and fix competitive price. Theoretically, all 
these methods arc useful but, in practice, they have not been found to be effective. 

It is interesting to note the recent trends in regulation, and control of mono¬ 
poly. Since the great depression of 1929, there has been growing appreciation 
of the advantages of monopoly. While formerly great emphasis was placed on 
perfect competition and its advantages, since 1929, stability in prices has been 
advocated as an ideal to aim at. A monopoly firm in the face of general fall in 
prices, will attempt not only to maintain its existing level of prices but also 
produce and market less, so as to boost up prices. A monopoly firm, because of 
its extensive financial resources can stand up against falling prices and losses for 
a number of years, while during the same period many a competitive firm may 
fail. Appreciation of some of these advantages led the Roosevelt Administration 
during the New Deal period not only to give up prosecuting trusts but encourage 
their torn ^ion indirectly. In Germany, there has always been a certain amount 
of State -.in ouragement to the formation of Cartels for two reasons. In the first 
place, combination of firms can meet foreign competition better. In the second 
place, capturing a foreign market and later retaining it are far more easy if all 
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firms join together. Thus, recent trends in Western countries indicate a greater 
appreciation of the advantages of monopoly and a growing tendency towards 
combination in the form of trade associations, etc. Moreover, monopolies have 
become more difficult to control, since many of them arise out of the activities 
of trade associations or result from the secret and informal co-operation of large 
firms, between whom exist no actual agreements or combinations. 


7. PERFECT COMPETITION AND MONOPOLY 


Perfect competition and monopoly are exact opposites. Description and features 
of the one will exclude the other. We can compare these two types of market 
situations on the basis of their features, their demand and supply curves, price 
and output determination and size of excess profits. 

Perfect competion stands for the existence of a large number of buyers and 
sellers, all competing with each other, with freedom for firms to enter into or 
to get out of the industry. There will be only one price at any particular time, 
a price which all competitive firms have to accept, and over which they have no 
control. Monopoly, on the other hand, refers to the existence of a single firm in 
the industry producing a particular commodity or service. The monopoly firm 
may either charge a uniform price for all buyers or different prices for different 
buyers. Basically, the difference between a competitive firm and a monopoly firm 
arises from the fact that in the former the supply comes from thousands of 
sellers, each selling a small quantity, while in the case of the latter, there is only 
one firm controlling the entire supply of the product. 

Another difference between perfect competition and monopoly arises from the 
distinction between industry and firm. Under perfect competition, we can make 
clear distinction between industry and firms; and, while the demand curve, 
of the competitive industry—for that matter, of any industry—is negatively 
inclined, the demand curve of the competitive firm is perfectly clastic. On the 
other hand, the single firm monopoly is also the monopoly industry. Hence, 
there is only one demand curve for the product common to the monopoly industry 
as well as to the monopoly firm—namely, the industry demand curve for the 
product. As a result of this difference in the demand curves, there is a difference 
in the corresponding marginal revenues. While marginal revenue curve coincides 
with the average revenue curve for a competitive firm, it is different from the 
average revenue curve for a monopoly firm. 

Both monopoly and competitive firm resemble each other in the fact that both 
of them atm at maximising profit consequently produce at the point where 
marginal cost of production equals marginal revenue from sales. While this 

°A MC r* MR Wi “ Sh ° W als ° the price at which the Particular output 

:l be n r° 1 i Under J PerfeC J C0mp "' ,i0n_sm " marginal revenue itself is the 

und« mo^nof U ‘ ! t Wi " n °‘ indica,e 'he price of the commodity 
under monopoly, since price (AR) ,s at a higher level than the marginal revenue 

wito^V m P t, r l nt , d a"* 0 " betW “ D Perf “ l com P eti,ion and monopoly is 
pSeSaUoT A C T Pet "' V ; fiCra Wi " Produce that output at which its 
pucenwqual to the marginal cost of production. But under monopoly, output 
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is set at a level where marginal cost is less than the price. This is natural since 
the monopolist will restrict his output at the point where his marginal cost and 
marginal revenue are equal. Such a restriction of output under monopoly takes 
place both in the short period as well as io the long period. 

Another point of divergence between competitive and monopoly firms is with 
regard to the average cost of output. Under perfect competition, in the long 
period, the price tends to equate both average and marginal costs Of production— 
and average cost is the lowest. On the other hand, under monopoly, output 
stops at the point of equality of MC and MR. It should be noted here that the 
shape of the average cost curve may not be the same to the monopolist as to the 
competitive firm. For one thing, the monopoly firm may have the advantages 
of large economies not availaole to the small competitive firm. Secondly, the 
monopoly firm can secure command over large capital which a small firm may 
not have. Lastly, whether.the cost of the monopoly firm is lower than the 
competitive firm will also depend upon the quality of entrepreneurship. 

From the point of view of economic welfare of the consumers, restriction of 
output before reaching the optimum point and high average cost of production 
and consequently high price, are specially important. But it is possible to show 
that monopoly restriction of output may be offset by lower prices because of two 
reasons: 

(a) The monopoly firm may pay lower factor price; and 

( b ) it may develop more efficient techiques of production. 

In conclusion, it should be noted that both perfect competition and monopoly 
are rarely met with in the actual world and are only of academic interest. A study 
of them nevertheless helps us to understand better the actual market situations of 
oligopoly and monopolistic competition. 

8 MEASUREMENT OF MONOPOLY POWER 

A number of methods have been suggested to find out the degree of monopoly 

power in an industry. One method is to find out monopoly power through the 

relationship between price and marginal cost. In perfect competition, margina 
cost equals marginal revenue which is price; but in monopoly, marginal cost is 
less than price. The greater this difference between price and marginal cost, the 
greater the monopoly power of a firm. 

Lerner, however, has attempted to measure the degree of monopoly power by 
the formula P-CjP. in which P stands for price or average revenue and C for 
marginal cost. In equilibrium marginal cost is equal to margmal revenue and, 

therefore, we can re-write Lerner’s formula as ^ 7 —=^ AR ~ Th,s formula 1S 

the inverse of elasticity of demand. The elasticity formula in terms of average 

and marginal values is Hence, the degree of monopoly is 

inversely proportional to the elasticity of demand. f 

Triffins’s measurement of monopoly power is in terms of cross elasticity o 
demand. In cross elasticity, we consider how the change of price of one com¬ 
modity affect* demand for another commodity. The higher the cross elasticity o! 
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demand the lower will be 1 the monopoly power. When a commodity has 
substitutes, a slight rise in the price causes large change in demand. Thus. the. 
degree of monopoly varies inversely to the cross elasticity of demand. 

Each one of the above methods of measuring the monopoly power is defective 
in some respect or the other. However, absolute monopoly can be said to exist 
only if the producer has no competition to face, if he controls all the substitutes 
(or there is only one commodity) and if the situation is governed by unitary 
' elasticity of demand. 
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PRICING UNDER DUOPOLY 



D UOPOLY refers to a market situation in which there are two sellers. It is a 
limiting form of oligopoly and in fact, duopoly and oligopoly are often 
considered together. As there are only two sellers in a market each seller knows 
fully that whatever he does will affect his rival’s price-output policies, just as he 
will react according to what his rival does. Most courses of action benefiting 
one firm will be harmful to the other and hence action by one firm will have a 
reaction from the other. Each seller attempts to make a correct guess of his rival’s 
motives and actions. On the one extreme, the two sellers may agree to co-operate, 
after realising that competition between them is ruinous to both. Or they may 
agree to fix the same price and restrict competition to advertisement only. It is, 
therefore, difficult to generalise as to what will hold good in duopoly markets. . 
We shall give two classical solutions to the problem of duopoly pricing, known 
after an early nineteenth century French economist Augustin Cournot and the 
English economist Francis Edgeworth. 

Cournot’s Solution 

The French economist Augustin Cournot gave a solution to the problem of 
duopoly pricing in 1838 on the assumption that each seller expected his rival 
never to change his output. Cournot takes the example of two mineral springs 
situated side by side and owned by two persons A and B. They have no costs 
of production, /. e., the average cost and marginal cost of production arc zero. 
Cournot’s solution is illustrated in Fig. 23.1. In this figure, DD X is the market 
demand for mineral water and DD 2 is the corresponding marginal revenue curve. 
According to Cournot, A is initially the only seller in the market. He maximises 
his profit by producing and selling OQ output at PQ price. It may be observed 
that it is at this output (OQ) that marginal revenue is equal to marginal cost 
which is zero. A's total profit amounts to the area OQPR. Now B enters the 
market and he expects that A will always produce and market OQ quantity of 
output. (This is Cournot’s assumption). B naturally thinks that his demand * 
curve is PD, and, therefore, decides to produce OQi amount of output. It may 
be noted that if PD, is the relevant demand curve, the corresponding margins 
revenue curve (PD t ) will pass through Q x (QD\ will be bisected by the marginal 
revenue curve). B , therefore, produces QQi amount of output, fixes P x Qi price 
and gets QQ X P\M amount of total profit. 

Now, if B fixes a price of P X Q X (i. e., OR x ) A will have to fix the same price. 
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This will reduce the anticipated °2f 0 u« output (which 

assume that B will always produce and market 22 , amo ^ y ^ ^ 
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OQz which is half of OQi because it is at this output that its marginal revenue 
and marginal cost are equal. A expects a higher price of OR a and profits worth 
OQiNRz. Now B will see that the market situation has changed and will nno 
that he has a larger market available to him viz., QzDi (as A is producing 002- 
output) and with straight line demand and marginal revenue curves, B will like 
to produce half of QzD v In this way, the market for A will be reduced and the 
market for B will be increased, until both share equally—the final share for 
each one of them is one-third of the total output. In Fig. 23.3, the final 
equilibrium is when the price fixed y 
is 0R 6 at which A produces and sells 
OQi output and B produces Q 4 Q t 0 
output (OQi=QiQj. The total 
profit for A will be 0Q A LR b aod 
for B will be QiQ b P & L— profits for 
both the firms arc equal. The total * f 
duopoly output is 0Q S which is less £ 
than competitive output of ODi but F 
is more than monopoly output OQ f 
which is half of the competitive out¬ 
put ODi. At the price of OR 6 both Q t Q, 

the firms will be in equilibrium, as O, 

both arc getting equal profit and Quantity 

both have no interest in undercutting Fig. 23.3 

each other further. But Cournot's solution to duopoly problem has one main 
weakness viz., each seller assumes the output of his rival fixed, even though he 
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observes constant changes in output. Even in the 19th century, the French 
economist Joseph Bertrand threw out Cournot’s assumption as unrealistic and 
suggested that the duopoly problem should.be solved on the assumption of 
constant price of the rival. 

Edgeworth’s Solution 

Edgeworth’s solution to the problem of duopoly pricing was actually based 
on the suggestion made by Bertrand, viz., that each rival should assume ^ 
the price of the other as fixed. There are two sellers producing homogeneous 
product with zero cost of production. Each seller assumes that his rival will 
hold on to his price. Edgeworth’ solution can be explained with the help 
of Fig. 23.4. 

In Fig. 23.4, there are in fact, two diagrams which have been combined into 
one. On the right hand, we have the OAf-axis and OK-axis and the demand 

curve for firm A is DD V On the 
left side, we have the 0A"-axis and 
OK-axis (0A"-axis has actually been 
reversed to facilitate comparison) 
and the demand curve for firm B is 
DD 2 . Both demand curves are exactly 
alike indicating that A and B have 
equal share of the market. Each firm 
can produce an equal amount i. e. t c 
OQ amount by A and OQ\ amount 
by B (but OQ^OQi). Suppose 
that A enters the market first. He will 
produce the monopoly output OM 
Fig 23 4 and sell it at OP price. He will 

secure the total profit of OMRP. Now B enters the market and assumes that 
A will not change his price. Naturally he fixes a lower price than 0/> and sells 
his entire output of OQ, Since B s price is lower than A' s price B captures part 
of A' s market. 

Now A considers the situation after B has entered the market and, assuming 
that B will stick to his price, fixes a price lower than B's and sells his maximum 
output of OQ— and thus captures part of B's market as well. Then B reconsi¬ 
ders the position again and reduces his price assuming that A w.ll keep his price 
constant. Thus, price-cutting goes on till the price is reduced to OP E . At this 
price both A and B can sell their maximum outputs. This is the best position; 

A' s profit will amount to OQSP E while B's profit will be OQ^P E (profits for 

both A and B are equal). . 

Edgeworth points out to a very interesting situation at this stage. After tne 
price 0P E has been finally reached and after the firms are producing maximum 
outputs, any one of the two rivals can raise his price to OP and get the maximum 
monopoly profit. Suppose B docs this. A will fix a price lower than B's price; 

D will fix a price lower than A's ; and so on. Price-cutting will start again till 
the cqulibrium position is reached at 0P e price. There is thus continuous 
instability with price continually moving between 0P E and OP. The weakness 
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of Edgeworth's solution is similar to Cournot's. Each one of the t wo Producers 
assumes the other's price as fixed, even though there >s a conhnoetu; change m 
prices In one respect, however, Edgeworths solution is superior to that 
Cournot insofar as price rather than output is the relevant decision variable for 

^e dassical analysis of duopoly pricing is weak, mainly because of the simple 
and naive assumptions that are made. In both Cournot and Edgeworth models 
prices and outputs are constantly changing. Empirically, however, duopoly 
markets have been found to be very stable. Many modern writers especially 
Harold Hotelling, Edward Hastings Chamberlin and Paul Sweezy have cons¬ 
tructed models to explain the stability situation in duopoly (and als? oligopoly) 
markets. We shall be discussing Chamberlin’s and Sweezy’s solution in the next 
chapter. 
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PRICING UNDER OLIGOPOLY > 


C OMPETITION among a few sellers has been discussed under a number of 
different names such as “limited competition*’, “incomplete monopoly \ 
“multiple monopoly”, “monopolistic competition” etc. But the most appropriate, 
and now firmly established term, is oligopoly. The term “Oligopoly” is coined 
from two Greek words “Oligoi” meaning “a few” and “pollein” meaning 
“to sell”. Oligopoly or competition among a few sellers occurs when an industry 
is composed of a few firms either producing an identical product or close 
substitutes. The basic fact to note is that in oligopoly the industry is dominated 

^OUgopoly*situation may be classified on different basis. On the basis of 

product differentiation, oligopoly may be classified as either pure ol '*°P°' yor 

differentiated oligopoly. Pure oligopoly will exist if the prod^t pr 

sold by competing firms is identical or homogeneous while 

poly exists where the competing firms produce and se1 ™ 

differentiated products. On the basis of possibility of entry of o\ 

-sss - 

firms and cniry y nr( ., en , e or absence of price leadership. On this basis, 

a S 8 sufficient ground for a classification separating collusive from non-collusive 
Furthermore, oligopolies which have centralised selling through syndi- 
f ^ havP Keen characterised as syndicated oligopolies. Those which have entered 

" p,i«, o.,p« ,u.,« P.d ,h,„P, Pf .b. 

have been termed as organised oligopolies. The last two types of oligopoly 
are based on the degree of co ordination present in oligopolies. We can explai 
the different types of oligopolies by means of the chart: appearing on page 361 
We have to answer now two questions, nr.. how and why oligopoly emerges 
Historically, oligopoly industry has come into existence m two ways. Flatly, 
an industry may have been atomistic in structure-that is, the existence ot 
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large number of firms, each producing an insignificant fraction of the ' ndu| W' * 
output-but in course of time a few firms may have expanded either by growth 
or at the expense of smaller firms into larger firms. The purpose behind this 
growth and consolidation and creation of a small number of firms is to secur 
and retain control of a dominant share of the market. Secondly, the industry 
may have been controlled from the beginning by a few firms which have possess¬ 
ed the power to protect themselves from potential competitors. In all industrially 
advanced countries both these types of oligopolies have emerged. 
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Many factors have been responsible for the emergence of an oligopoly industry 
in which a few sellers supply the entire or bulk of the total industry output and 
where each one of the sellers supplies a significant portion of the industry out¬ 
put. Most writers agree that the most outstanding factor responsible for emer¬ 
gence of oligopoly are economies of scale. In many industries, one or a few 
firms of sufficiently large size can meet the demand of the entire market. It is 
possible that the market may be served by a large number of firms each produ¬ 
cing a small portion but, in such a case, economies of large-scale production are 
not possible. Hence, there is a continuous temptation for some of the ambitious 
and enterprising entrepreneurs to expand the size of production either by natural 
growth or by mergers or by driving out inefficient firms. This is only in those 
industries where there is a lot of mechanisation and where economies of large- 
scale production occur. In these industries, the firms attain such great size that 
a few of them produce a considerable portion of the whole industry. Good 
examples of such oligopolies are steel, automobile, cement and petroleum indus¬ 
tries. It should, however, be remembered that oligopolies need ^not be found 
only in large industries; they can also exist in local markets. In small towns, 
a few efficient business units may be all that are necessary to satisfy the demand! 
as for example, oligopoly of hardware merchants, building material dealers 
and others. The market is small and, therefore, can accommodate only a few 
firms. 
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A contributory factor for the emergence of oligopoly is the existence of 
superior entrepreneurs who, motivated by the desire for large gains or power and 
prestige or for leadership, go for aggressive policy either of ruthless competition 
against rivals or forming mergers and holding companies. The incentive to form 
mergers and consolidations is the possibility of making the profits which arise as 
a result of restricted competition. 

Another contributory factor for the emergence of oligopoly in an industry is 
the patent rights and other exclusive franchise which a few firms acquire in the 
matter of some goods. Moreover, some of the firms may exploit fully the ad¬ 
vantage of product differentiation so as to secure a major share of the market 
against all competitors. 

Again, a few firms may possess some indispensable resources which may 
enable them to secure strategic absolute advantage in cost over all others which 
pcrmit'them to operate profitably at a price at which others cannot survive. 
They may, in course of time, acquire the whole market by eliminating the 
competitors. 

Lastly, small number of firms in an industry may be due to the large require¬ 
ments of capital in some industries. This itself acts as a barrier to entry into 
these industries. No businessman will like to venture to invest large amount of 
capital in an industry in which the addition of output to that of the existing 
firms may be likely to depress the prices. Moreover, the prospective new 
entrant may also fear provoking a price war by the established firms in the 
industry. There is also the fear that in the midst of already differentiated 
product, it is difficult to market a new product or one with a new brand name. 
Thus, many factors are responsible for the emergence and continuance of oligo¬ 
poly industries in the world. 

1. CHARACTERISTICS OF OLIGOPOLY 

We should understand clearly the following characteristics of oligopoly in order 
to distinguish it from other forms of market situations such as monopoly and 
perfect competition. 

Monopoly power. The first characteristic to be noted is the monopoly power 
of the oligopolist. The oligopoly firm is not a monopoly since it is not the only 
firm constituting the industry. But in terms of its market position as well as in 
some of its business practices, the oligopoly firm is monopolistic in character. 

Different from perfect competition. Secondly, oligopoly is different from perfect 
competition, the difference being the number of sellers in the industry. Oligo¬ 
poly implies a smail number of firms while perfect competition implies a large 
number of firms. But it is not always possible to make a valid comparison 
between oligopoly' and perfect competition on the basis of the number of sellers 
alone, since the number of sellers depends upon such factors as the kind of 
commodity we are considering, the different brands of the commodity, the 
different localities and areas dealt in, etc. The distinction between oligopoly and 

other market situations can be based on the subjective attitudes in the mind of 

the seller viz., whether the seller is or is not conscious of the reactions of his 
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rivals whenever he contemplates a decision or action regarding his selling prices, 
sales volume, product quality, selling efforts or production capacity. 

Conscious of reaction of rivals. Thirdly, in the perfect market the individual 
seller believes that other sellers in the market may not care what he does because 
there are too many sellers for anyone to feel or mind the effects of what he does. 
Under monopoly the seller does not care about the reactions of his rivals since 
their products are too different from his own. Thus, under perfect competition 
as well as under monopoly the individual dealer need not bother about the rivals 
reactions to his own price and output policies, since they do not affect his own 
position in the market or his fortunes. 

Under oligopoly a seller has to be conscious of the reactions of his rivals since 
there are only a few firms in the industry, with or without product differentiation. 
This consciousness will cover the following points: 

(1) Will his decision affect his competitors adversely? 

(2) Will his decision or action be conspicuous enough to be easily noticeable 
by his rivals? 

(3) In what way will his competitors react to his decision or action? Will they 
simply disapprove and resent? Or will they take decisions and actions which 
will affect the seller materially? 

Thus, since the number of firms are few in oligopoly, each producing a large 
share of the market, each seller will estimate and evaluate the conduct of the 
other sellers in response to his own action; each will work out a number of 
• V alternative policies regarding price, output and selling techniques and the total 
effect in each case on his profit and choose one policy, which promises him the 
greatest profit. This is the way every firm has to act and react. Under oligopoly 
every seller will be conscious, all the time, of being in competition actively or 
potentially with his rivals. 

Indeterminate demand curve. . Fourthly, oligopoly demand curve is indetermi¬ 
nate. The demand curve of a seller relates different quantities that can be sold 
at different prices. An oligopoly seller may relate in his mind the quantities he 
may sell at different prices, the number of his rivals being given and his being a 
distinct product. Such a demand curve of the oligopoly firm will be different 
from that of the single firm monopoly in that it may be more elastic, and from 
perfect competitive firm in that it may not be perfectly elastic. But it is impossi¬ 
ble to make this assumption The oligopoly seller will assume that any price 
changes he makes will set in motion retaliatory price changes by his rivals and 
that these reactions will affect its demand curve which may, therefore, have all 
sorts of shapes—it may be a straight line, a gently descending curve, a more 
steeply sloping continuous curve, a curve with drastically changing steps, a curve 
with a conspicuous kink, etc. We have, therefore, two observations to make 
^ regarding the shape of the demand curve of an oligopoly firm. The demand 
curve can be definite, certain and determinate only if the reactions of the rivals 
are predictable or known. Alternately, the oligopolist has only a series of con¬ 
jectures regarding the probable reactions of his rivals. 

We can show, by example, the practical difficulties of an oligopoly seller, say A, 
when he decides to change his price. Let us suppose he decides to cut his price 
by 10%. How much can he sell by indulging in such a price-cut? This will 
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depend upon the decisions of his rivals. When A cuts his price, his rivals may 
also cut their prices or they may not. They may decide to cut their prices imme¬ 
diately or later—in a month's or two month’s or three month’s time. By how 
much percentage they may cut their prices? They might cut by equal percentage 
of 10% or by only 5% or perhaps by 15%. All these possibilities should be 
judged by A before he can decide changing his price. Hence, it is difficult to 
visualise the simple customary demand curve for an oligopoly firm. 

We shall now take a numerical example to illustrate the difficulties in the use 
of the customary demand .curve technique for the oligopolist’s considerations. 
Suppose that an oligopoly firm A estimates that at present price of Rs. 10 for 
its product, it is selling 1,000 units. A can assume that if it continues to sell at 
the present price it would expect to sell 1,000 units a month. Suppose that it 
reduces priqe by 10% to Rs. 9. The firm may expect its competitors to take 
some action only after four months but they may reduce their prices also by 
10%.. A'i sales in the meantime may increase to 1,500 units per month mainly 
at the expense of his rivals. After ^’s rivals have cut their prices, the sales 
of A will obviously come down, let us assume, to 1,200 units per month. 
How can we express all these expectations in terms of conventional demand 
curve? Can we have separate demand curves for every week or every month? 
Or can we have one demand curve to represent the average of sales for four 
months, and another demand curve for the later period or combine all into one 


curve. . , . , . 

Besides these difficulties, there are other innumerable conjectures which have 
to be made and which will also affect the demand curve of an oligopoly firm. 
No firm under oligopoly can really set prices independently-each is bound to 
the other in a web of inter-dependence. It is impossible to have a demand curve 
in such an indeterminate situation. 

Conflicting attitude among sellers. Fifthly, in oligopoly we observe the exis¬ 
tence of two opposing attitudes among sellers existing simultaneously all the time. 
For one thing, all the firms in the oligopoly industry realise the disadvantages 
of competition and the need for a policy of co-operation and united action or 
to act collusively. In this way, all of them can maximise the joint profits so 
that each can get a greater share. This tendency to collusion may be present m 

other market situations also but the possibility of combined action is greater 

under oligopoly because of the smaller number of firms. If rival firms can act 
together, then we can dispense with the estimate of mdividuualI demand curve 
which can be considered as a fraction of the total industry demand curve. 
Moreover, it is possible to consider price and output determination under collu- 
sion as lhat of a single firm monopoly. 

For another reason, every firm in an oligopoly industry wants to maximise its 
own share of profits and this naturally will lead to conflict and antagonism bet¬ 
ween oligopoly firms, since it may not be possible for them to agree about the 
share of the market or the industry’s profits. The result of this antagonism and 
distrust among rivals is uncertainty in the minds of oligopoly sellers andI State- 
mate-no regular pattern of reactions to price changes becomes established 
Since every firm has to set prices independently, it will remain in a state of 
geniune uncertainty regarding the reaction of its rivals which its own price 
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changes will elicit. Such a possibility may be present in a new industry but not 
in an old oligopoly industry where habits of r.vals are well-known to all m 
industry. 


2. PRICE DETERMINATION UNDER OLIGOPOLY 


We have explained the peculiar characteristics of oligopoly market situations, 

and the practical difficulties in the calculation of the demand curve of an indivi¬ 
dual firm. We shall now explain pricing under oligopoly situations. Fnce 
determination under oligopoly may be one of the three following types: 

1. Independent pricing. 

2. Oligopoly pricing under collusion. 

3. Oligopoly pricing under price leadership. 


I. Independent Pricing 

We assume that in oligopoly industry, each firm is following an independent 
price and output policy by calculating, however, imperfectly, the reactions of its 
rivals. The price set independently by each seller may be a monopoly price, if 
products differ in one respect or another. If we assume that all the firms of the 
oligopoly industry are producing a homogeneous product, then independent 
pricing by members of the oligopoly industry may often result in an identical 
price for the product. This will happen if the market is equally shared by them 
and the cost curves of all the firms are the same. But in practice, firms may not 
produce homogeneous products. Besides, their cost of production may be 
different. Further, firms may not have a determinate demand curve. The 
result, therefore, is uncertainty and output and price will be indeterminate. In 
such a case, there are different possibilities. In the first place, there may be 
chaotic price instability with continuous price wars between rival firms. Secondly, 
rival firms may have stagnant price at some indeterminate level. Thirdly, they 
may refuse to change the price once a reasonably satisfactory level of price has 
been reached. This policy is particularly followed because this minimises 
uncertainty. The oligopoly firms may accept the going price and may be satis¬ 
fied with the volume of sales and the margin of profit at that price. They may 
refuse to make experiment with rival’s reactions by changing their prices. 
A price once found satisfactory as regards profits may be continued indefinitely 
even in the face of minor or major changes in cost and demand. Such a situation 
may be characterised as one of price rigidity. 1 

Many modern writers are of the opinion that independent price setting cannot 
exist for long in oligopoly. It leads to a sense of antagonism, uncertainty and 
insecurity and to overcome them there is a tendency among oligopoly firms to 
come together by express or tacit collusion. Moreover, all the firms tend to 
enlarge their size and lower their costs and capture as large a share of the mar¬ 
ket for themselves as possible. A large firm may decide to.remove uncertainty 
by seeking a position of price leadership or it may attempt by price wars to 
weaken the smaller concerns. Thus independent price setting, by leading to 

1 Price rigidity under oligopoly situations is dealt with at the end of this chapter, 
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uncertainty and insecurity paves the way for price leadership or outright collu¬ 
sion among the oligopoly firms. 


2. Oligopoly Pricing under Collusion 

Collusion is the direct result of antagonism, uncertainty and insecurity which 
are present when oligopoly firms follow independent price and output policies. 
Strictly speaking, “collusion” means “/o play together ”; in Economics, “if 
competitors co-operate in pricing their products, they are said to engage in 
collusion.” In common parlance, “collusion” is used with an undertone of 
condemnation and with an allusion to deceit, fraud or trickery; but in Econo¬ 
mics, collusion is simply co-operation of rival firms. Again “Collusion” is used 
along with “Co-ordination” and “Co-operation”, though they may not mean 
the same thing. 

Sometimes, people talk of tacit or implicit collusion on the one side and open 
or explicit collusion on the other. In those countries where restraints of trade 
are illegal, collusion among competing firms tends to be secret. But in many 
countries collusion is not unlawful and in these countries, it may be even 
encouraged by the governments. Collusion in these countries, therefore, is often 
open and official. For a long time, it was assumed in economic analysis that 
some type of agreement, either written or verbal, was essential for collusion. 
But this assumption has now been generally given up. There are many possible 
forms of collusion which do not require any direct contact or direct communi¬ 
cation among the rival firms. The following are some of the forms of collusion: 

1. Tradition or consistent usage—If firms are following a set pattern of con¬ 
duct for a long period of time, they permit the competitors or expect continued 
adherence of the same pattern. 

2. Informal expressions of opinions about the fairness of certain practices or 
about the ethics of the trade with the implication that one will adhere to those 
standards of fairness. 

3. Announcement by trade associations of which the sellers are members and 
whose declarations they approve explicitly or through actual compliance. 

All these above forms of collusion do not include agreement, but involve only 

“understanding”. . . 

4. The use of the same selling agent by all the firms results, in a simple form 
of collusion. There is neither direct contact nor communication between the 
rival firms. All possible forms of collusion—from the lowest to the highest—are 
possible under this form. 

5. Collusions based on agreement—there are many varieties of agreements 
such as the gentlemen’s agreements (/. unwritten agreements) and written 




agreements. 

(а) Gentlemen’s agreement is the least formal of all agreements and does not 
consist of any record but is simply an oral agreement. 

(б) Written agreements may be between rival producers or between individual 
producers with a central agency. It is through written agreements that cartels 
are brought under which rival sellers agree among themselves to set uniform or 
elated prices and often to set output quotas for each seller together with ex- 
c ^sive market territories, limitations on capacity, etc. There are different types 
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of cartel agreements. The one extreme is where the firms surrender all their 
rights to a central agency which sets prices, determines output quotas, distri¬ 
butes profits, etc. On the other extreme, we have cartels which may set uniform 
or related prices for the products of member firms but may allow open rivalry 
between firms as regards sales volume, advertisement etc. In fact, there are very 
many types of cartels, embodying different degrees of collusion. Many of them 
are national while some of them are even international. 

Under perfect collusion which may also be called perfect cartel, price and 
output of the industry and each of the separate member firms will be deter¬ 
mined solely by a cartel administration in such a way as to maximise joint 
profits of all the member firms. The cartel administration may ask anyone of 
the firms to shut down partially or completely and assign to each member an 
output quota. The cartel administration again will distribute the profits on 
some agreed basis, which may not be related to the assigned output quotas to 
member firms. 

Under perfect collusion among rival firms, price and output determination 
will approximate those of a single firm monopoly since the entire oligopoly 
industry is controlled and directed by the central cartel administration. Price 
and output will be set at such a level as to secure maximum industry profits. 
Let us assume that a cartel consists of two firms. Before price and output are 
determined by the cartel administration, the latter will estimate the industry 
demand curve showing the different quantities which can be sold by the industry 
as a whole at different prices. The administration next calculates a marginal 
revenue curve corresponding to the industry demand curve—this marginal 
revenue curve will show the addition that will be made to total revenue of the 
industry from additions to total output. In Fig. 24.1 the industry’s demand and 
marginal revenue curves are given by the downward sloping D and MR curves. 
The cartel’s marginal cost curve is given by Y.MC which is the sum of marginal 
cost curves of the two rival firms. At point R, the aggregate marginal cost is 
equal to marginal revenue. The cartel will naturally fix P0, price and produce 




Ofi, quantity, for i« is at this price and at this quantity, the cartel will Pet 
maximum amount of profit*. The cartel will ask Firm A to produce Oq ' out 
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put and Firm B to produce OQ z output. Allocation of output will be done on 
the basis of efficiency of firms. If there are a number of firms, the inefficient 
firms may be asked to close down either temporarily or permanently. In a few 
extreme cases, members of a cartel may agree to share the market equally. This 
is illustrated in Fig. 24.2 in which we have assumed two firms having identical 
cost curves (AC and MC). The sum of the two marginal cost curves is the AMC. 
D stands for the industry’s demand curve which is divided equally between the 
two firms. MR curve represents the marginal revenue curve corresponding to 
the industry demand curve but is also the demand curve for each firm. Industry’s 
supply is OQ t and industry’s price is PQz and these are determined by the equa¬ 
lity of the marginal revenue curve (MRid) and marginal cost curve (AMC) of 
the industry at point R. It may be observed that the price for each firms (BQ X ) 
is the same as the industry’s price. The industry’s output OQ t is equally shared 
between the two firms. This is, however, an extreme case and may not be true 
in practice. 

Can such a cartel implying perfect collusion exist? If perfect collusion is a 
possibility, can it continue for some time or for a considerable period of time. 
Four important reasons may be given to show why perfect collusion and perfect 
oligopoly may be impossible in practice. Firstly, a perfect cartel assumes that 
all the firms in the oligopoly industry have become members of the cartel 
administration. But in practice, some of the firms may not like to enter such 
an organization. Secondly, we assume that there is no threat to the central 
cartel administration as a result of the entry by new rivals wfio may undercut 
the cartel agency. But the possibility of entry is always present; and in the past 
entry of new firms who refused to join the cartel administration, had proved the 
death-knell of many an international cartel. If a perfectly collusive oligopoly 
is threatened with the entry of new firms in the industry, then it has two alter¬ 
native policies before it (similar to that of a single firm monopoly threatened 
with entry). 2 

(o) It may be more profitable to get maximum profits in the short period, 
attract new competitors into the industry in the long run and share the market 
and industry profits with the new-comers; or 
(b) It may be more profitable to have lower short period profits, avoid entry 
of new firms into the industry and retain the control of the market over the long 

period also. .... ... . 

Generally, we can assume that the central cartel administration will choose 

the second alternative. In such a case, the cartel administration will choose a 
lower-limit price and produce a greater output (than those indicated by profit 
maximising price and output). But if ever, the first alternative were to be chosen, 
entry of new firms will result after a stage, in too many firms in the industry 

and inefficient production. . 

Thirdly, in our above analysis of price and output determination under per¬ 
fect collusion, we have assumed that profits are distributed by the cartel 
administration to different member firms on a previously agreed basis. But 

*Rcfer to the chapter 'Pricing under Monopoly*, section on Price Determination under 
Simple Monopoly with effective threat of entry. 
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actually, this assumption may not hold good. Profit distribution may not be 
agreed upon by all and the assigned quota may include the profit which each 
member firm should get. This may result in dissatisfaction among members and 
failure of the cartel. 

Lastly, perfect oligopoly may not come into existence for the agreement 
binding the rival members, may not function perfectly or properly for many 
reasons such as: 

(а) The collusive price may be secretly undercut by members through special 
concessions, discounts and rebates. 

(б) The collusive price may be significantly different from the actual price 
which each rival firm will like to choose on the basis of their cost curves. 

(c) There may be defections from agreement because of difficulty of oligopolies 
to adjust price to changes in demand and cost. 

In practice, therefore, there are only imperfect collusions among oligopoly 
firms which may conclude agreement among themselves on any or all of the 
following three points; 

1. The price which may maximise industry profit. 

2. The sharing of the market in agreed proportions depending upon buyer’s 
preferences. 

3. Distribution of profits on the basis of sales. 


Under imperfect collusion in which there is an agreement among rival firms 
regarding price and sharing of the market, we can assume that each seller has a 
given fraction of the industry’s demand curve as the demand curve for his 
product. This will mean that each firm can sell a certain amount, a fraction of 
the industry’s sales at each possible price. Corresponding to this demand curve, 
each firm will have to calculate a marginal revenue curve. Every seller will 
choose a price at which its MC*=MR, so as to get maximum profits. Each firm 
will thus get a price but such a price need not be the same for all rival firms 
unless all the firms have identical cost curves which may not be possible. But 
to avoid price competition, the rival firms agree to make a compromise and 
charge a uniform price. The difference between this uniform price for all the 
firms and the uniform monopoly price charged by the central administration 
under oligopoly with perfect collusion is that the former may be slightly lower 
than the latter and that in the former there is no tendency to lower costs to the 
minimum. As a result of these two factors, joint profits in oligopoly with 
imperfect collusion may be lower as compared to those under perfectly collusive 
oligopoly. Just as in the case of perfect collusion, the price under imperfect 
collusion will have to be lower-limit price—if the rivals are interested in 
preventing new entrants into the industry. 


(3) Price Leadership 

Vnn^° f ‘ he imp ? rt * nt f ° rms of fo'" 8 a “ d changing prices under oligopoly is 
whicT le “,p. Price leadership is said to exist when the pri^ at 

TdODti^ the nr a l° tD !t S ' h ' indUS,ry ° ffer ,0 sel > is determined by 
Arthur B^s ^f ch7“ * ° f the members - In the ™ds of Professor 

Arthur Bums. If changes are usually or always inaugurated by the same firm 
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and usually or always followed with similar price changes by other sellers, price 
competition may be said to involve price leadership.” 3 

Price leadership differs from industry to industry as regards “duration of 
leadership and loyalty” of followers. It will generally fall to the biggest firm 
in the industry, for it has the greatest interest in preventing price cutting. Price 
leadership, in certain cases, will be combined with formal or informal agreement 
between rivals with regard to the price that is to be charged. In certain cases it, 
may exist along with a trade association, the latter may but express.the wishes 
of the price leader. 

Types of price leadership. There are many types of price leadership. We 
have, for example, the price leadership of the dominant firm which is the 


commonest type of price leadership. In this form, one of the firms in the oligo¬ 
poly industry produces a significant portion of the entire industry's output and 
consequently this particular firm is in a position to dominate the market almost 
with the power of a monopolist. The small firms are individually insignificant 
and they accept and follow the policies of the leading firm in the industry. 

Secondly, we have the price leadership of the old, experienced and respected 
firm which may not necessarily be the largest single producer in the industry. 
This firm, by its very experience, is in a position to assess the changing market 
conditions with regard to demand, costs, competition, etc., and is able to set a 
price which may be agreeable to the other firms in the industry. This type is 
known as parametric price leadership. 

Thirdly, we have aggressive price leadership. The dominant firm in the industry 
may be tempted to follow legal and illegal methods of removing some or all of 
its rivals from the market. A common method adopted for this purpose is the 
price war or cut-throat competition which may be started by the dominant firm. 

Price determination. The price leader makes certain calculations when fixing 
his price. He calculates, for instance, (a) the expected reaction of his rivals to 
his (price leader's) price policy; 

(6) elasticity of substitution assumed to exist between his own and rival s 
products; and 

(c) price policy of his rivals as far as it is possible to know. 

In one sense, it is easy for the price leader to fix a price for his product smee 
he is generally well aware of the habits of his rivals. Moreover, there may not 
he much difference between rivals as regards cost of product.on as well as the 
margin of profits which each one of the rival firms will like to get. But it may 

also be difficult for the price leader 10 fix a price since he may not be certain 

whether the rivals will always follow his lead. 

Once the price leader has set a price for his product and announces it, the 
same will be taken as the base price by the price followers who will set their 
own price either slightly higher or lower than this price to distinguish their 
products from that of the price leader and also to provide for any other consi¬ 
deration in selling the commodity such as personal attention, date, time and 
method of delivery, etc. Normally, the difference in the price between a price 
follower and the price leader will have to be small. If the difference is too high, 


*Arthui F. Burns, Decline of Competition. 


Pricing Under Oligopoly 371 


consumers might leave the price followers and look to the price leader; if, on 
the other hand, it is too low the price leader may go for keener competition 
against the smaller firms. The price leader’s price may, therefore, be accepted 
by the smaller firms because such a course offers a very good chance of avoi 
ding cut throat competition of survival and of continued super-normal profits 
for the followers. 

Pricing under price leadership may be illustrated with the help of Fig. 24.3. 
We have taken two firms, the first a high-cost firm AC X and MC X and the 
second a low-cost firm with AC 2 and A/C,. The industry’s demand curve is 
D and each firm has eoual share of the market and. therefore, the MR curve is 
the demand curve for each firm. Corresponding to this demand curve for each 
firm is the mr curve for each firm. Now, other things being equal, each firm 
will like to fix a price and produce a quantity at which it will get maximum 
amount of profit. For instance, the first firm will produce OQ x output and fix 
PiQi price; and its profits will be ABCP X . The second firm will produce OQ 2 
output and fix P t Q 2 price; and its profits will be FHGP t . If we assume that 
the two firms are producing a homogeneous product, then the only price possi¬ 
ble in the market is P 2 Q t The first firm will have to accept this price, if it wants 
to sell the product and reconcile itself to lower profit viz., FBEP 2 . The first firm 
is known as the price follower and the second firm is the price leader. It will be 
observed in Fig. 24.3 that the price leader can drive out the first firm from the 
market by fixing a price lower than the average cost of the first firm—say the 
price of P 3 g,. This will enable the price leader to become a monopolist. This 
is a theoretical possibility but the price leader will not like to do so because of 
the difficulties inherent in anti-monopoly legislation. Instead, the price leader 
will tolerate the price follower by fixing P t Q 2 price-but he may not share the 
market equally as is shown in Fig. 24.3. 



Altcnutlre Illustration for Price Lradership 
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practice this may lead to unnecessary complications and possible interference by 
the Government. Therefore, the dominant firm will choose a ‘market’ price 

carefully and enable the rival firms to produce and sell whatever they can at 

that price. As far as the small firm is concerned, the price fixed by the domi¬ 
nant firm becomes a constant price and will produce and sell that output which 
equates its marginal cost with the price. Naturally, the marginal cost of the 
small firm becomes its supply curve; and the sum of the supplies of all the small 
firms is given by the curve MC t . It may be observed that at or above P x the 
dominant firm cannot sell any quantity since the entire market can be served by 
the small firms. At a lower price—say P,—the small firms can supply /V and 
the balance of JRz is the demand for the dominant firm (P 2 K=JR 2 ). By connec¬ 
ting P x and K we have given the demand curve for the dominant firm (Z>i). The 
corresponding marginal revenue for the dominant firm is given by the dotted 
curve MR. The marginal cost of dominant firm is MC X . At point the margi¬ 
nal cost and marginal revenue for the dominant firm are equal. Therefore, the 
dominant firm or the price leader will fix OP, price. At this price the price 
leader will produce and sell OQ x output. The small firms will accept this p ice 
(OP,) and produce and sell OQt output. The total quantity of OQ , is equal to 

°There 2 can be varia.ions to thi. model. For instance, there maynolbe one 
dominant firm but two or more; there may not be a homogeneous P r £uct but 
product differentiation. But the basic conclusion we have drawn will h° d eood 
in all cases Price leadership, according to economists like Professor Burns, is 

leader. in practice, the price leader has to face 

Limitations of price • depends upon his estimates 

many difficultie, ™ policy of ^ PJ-^ ^ Any mistake , n th e 
of the reactions °f , r j va | s w jh endanger not only the success of his 

estimate of | hc r « c,l ^ s of ^ of the market. Secondly, the price leader 

price policy but also of ,ea £ orc or , css at the monopoly level. But it 

with loyal fo11 ^ .^ n ic S ader ^ calculate the total output which will yield maxi- 
,s difficult for th p ! 1 lo know Ihe relation between demand and 

mum net revenue, is als of the price followers may 

price at each moment of t.me^ 1 ^ £ ab ,e , 0 fix , high price 

be . 1 7 ,e< !. a|1 F 0 ° w r rivals to undercut him or which will attract new competitors 
which wi'ladlowbisnval to f , he price leader may not be 

T nreve advertising expenditure and other forms of sales pressure. 

Fourthlv price leader generally suffers continuous decline in his share of the 

market This may be due to the presence of many factors such as sporadic or 
market. th us increase thcir share 0 f the market, 

5 a™ » „ i—w. a- «**«■ <* 
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new competitors capturing a part of the market, etc. Lastly, the power of the 
price leader is circumscribed by the differences in costs of different firms, if the 
leader has high costs; other firms undercut him; if he has low costs, he can 
either set a low price and face the antagonism of rivals or set a high price and 
buy up the allegiance of the smaller firms. 

Different possibilities exist if price leadership in any industry tends to become 
permanent. One possibility is for the smaller firm to merge together, raise their 

productive potential and come into active conflict and compete with the price 

leader. The other extreme possibility is for the price leader to bring about a 
formal agreement between the rivals and form some type of a cartel organisation. 
The most common type of price leadership is the case of the firm which produces 
a significant amout of output of the entire industry but hides itself behind 
a trade association and gels its own decisions pa;sed as those of the entire 
industry. 


3. PRICE RIGIDITY UNDER OLIGOPOLY 

We have shown that a very important characteristic of oligopoly pricing—what¬ 
ever may be the type of pricing which is followed—is price rigidity. Price 
rigidity refers to situation in which price tends to stay fixed even though condi¬ 
tions on which demand and supply depend, have changed considerably. Price 
rigidity, also known as sticky prices, is commonly associated with oligopoly 
markets for the following reasons: 

1. Oligopoly industry in the absence of collusion implies uncertainty. Every 
oligopoly firm is faced with an indeterminate demand curve and hence with an 
indeterminate level of price and output. In the presence of such uncertainties, 
one alternative for an oligopoly firm is to discover a reasonably satisfactory 
price, and once such a price is found, it should not change it whatever happens. 
The oligopoly firm, in other words, will like to continue with its existing price 
and output policies so long as it is securing some profits; it will not like to make 
experiment with reactions of its rivals in regard to changes in its price policies. 
Such an attitude of oligopoly firms is conducive to price rigidity. 

2. Oligopoly firms when faced with a declining demand may choose the alter¬ 
native of maintaining the prices at the present level and intensify their selling 
pressures to maintain their present sales. 

3. Oligopoly firms may not like to chance prices under certain circumstances. 
It may be that they have already spent a good amount of money on advertise¬ 
ment to make their customers conversant with their products and make them 
associate their products with particular prices. Naturally they will be reluctant 
to change the price and break the established association of price and product 
in the minds of the consumers. 

4. Existing price itself might have been the result of many conferences, conflicts 
and manoeuvres between the rivals. Obviously, none in the oligopoly industry 
will like to change the price and again lead to conflicts and rivalries between the 
member firms. 

5. Oligopoly price under collusion might have been set at a lower level so as 
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to forestall entry of new competitors. Such a price will yield sufficient profit in 
the long run and oligopoly firms will not like to change it unless drastic changes 
in supply or demand conditions or in both warrant a price change. 


Chamberlin's Model for Price Stability 

Professor Chamberlin has modified Cournot’s solution to show price rigidity 
and price stability in duopoly and oligopoly markets. Chamberlin starts with 
the assumption that the rivals behave in a sophisticated manner. The rival sellers 
in the market understand reality and act accordingly. Fig. 24.5 illustrates 
Chamberlin’s solution. 

In Fig. 24.5 the market demand for mineral water is given by DD\ and the 
corresponding marginal revenue curve is given by DD 2 (the dotted curve). A is 

in the market first and decides to 



Fig. 24.5 


produce the output which maximises 
his profit. This output is OQ and 
the price he fixes is PQ or OR. His 
profit will be OQPR. B then enters 
the market and finds that A is pro¬ 
ducing OQ quantity at PQ price. 
He considers that the relevant 
demand curve for him is PD X and, 
therefore, decides to produce QQ X 
output at a price of P\Q\ (= OR \). 
As the product is homogeneous, the 
price for product is OR x and the 
total profit for both the firms is 
OQiPiRi. After B's entry, A realises 
that both are interdependent and re¬ 


cognises that the best situation for both of them is to share the total monopoly 
profit of OQPR. A reduces his output from OQ to OQ 2 which is half of OQ. B 
maintains his output at QQi which is equal to QiQ (or half of OQ). The total 
output is OQ and the price is PQ and the total monopoly profit or OQPR is 
equally shared betwen the two rivals ( OQ 2 MR for A is equal to Q 2 QPM for B). 
Price and output will tend to be fixed. Thus, while there is instability in 
Cournot’s solution, there is stability in Chamberlin’s solution. Chamberlin’s 
analysis is realistic, to a large extent, of the actual duopoly and oligopoly 


markets. 


Kinky Demand Curve and Price Rigidity 
Paul M. Sweezy 4 has used the technique of the kinky demand curve to de¬ 
monstrate price rigidity under oligopoly. As shown in Fig. .24.6 the demand 
curve of an oligopoly firm is kinked at point P to show that a price higher than 
P will not affect the price of rivals. The firm will lose considerably to its rivals 


•Paul M. Sweezy, ••Demand Under Conditions of Oligopoly". Journal of Political Economy. 
August. 1939, pp. 563-573. 
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will, therefore, think twice 



and its sales will be greatly reduced 
before raising the price. But if the 
firm chooses to lower the price 
below P then the other firm will 
immediately follow suit. As a result, 
the price-cutting firm will not be 
able to increase its sales correspond¬ 
ingly or may not be able to increase 
sales at all. We should note here 
that the oligopoly firm may not 
know fully the shape of its kinked 
demand curve. The position below 
the kink is known since the firm 
knows the way the rivals may react. 

But the position above the kink is 
not really known. We have shown 

that all the rivals will be expected to Fig. 24.6 

move together, if any one of the oligopoly firms reduces its price below the point 
/*. As a result the demand curve of the price-cutting firm will not be PD but Pd. 
The price QP thus lends to be rigid. 

The marginal revenue curve corresponding to the kinked demand curve is 
discontinuous between R and K. This discontinuity or gap between R and K in 
the marginal revenue curve depends upon the elasticity of the demand curve both 
above and below the kink. We have already noted that the kink is at point P; 
the average revenue curve above the kink is elastic, while below the kink it is 
inelastic. The more elastic the demand curve above the kink and the more 
inelastic the demand curve below the kink, the larger will be the discontinuity in 
the marginal revenue between R and K. To put this a little differently, the gap 
would widen to the maximum if the angle A Pd is a right angle. 

Change in cost condiiions. We have to show now whether oligopoly prices will 

continue to be rigid even when changes in cost or demand occur. We shall first 

take up the case of changes in costs. Suppose, the cost of production has fallen 

tor all the oligopoly firms because of, say, fall in the price of raw materials or a 

reduction in the wage rate. The average and marginal cost curves will, 

consequently, shift downward to the right. But so long as the new marginal 

cost curve cuts the marginal revenue curve in its discontinuous portion between 

* and R as in Fig. 24.6 there cannot be any change in price or quantity. 

uppose, we assume that the original marginal cost curve cuts the marginal 

3 M ,nl VCry t,0SC t0 Km EvCn thCD ’ thc new ungual cost which 

In™ h 0ne ’ W "l S,i " ** m0re like| y ,0 intersecl ‘he marginal revenue 

fnT.v’ Ln 83P ' reaS ° n f ° r ’ hiS iS,ha ‘ ,he 8a P belween R and AT will widen 
tor two following important reasons. 

(a) Due to lower costs, there is now greater certainty that a price rise by one 

former tL LTT* * T' ^ ^ sTes toTe 

£Ttm eWie". hT t kiDk (AP P° rlion > ^1'. therefore, tend to 
o suu more elastic and hence more horizontal. 
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( b) With a fall in the cost of production, it has now become absolutely certain 
that a price reduction by one firm will definitely be followed by other firms thus 
making it impossible for the former to gain any additional sales by lowering the 
price. The demand curve below the kink (PD portion) is now becoming still 
more inelastic and hence more vertical. 

As a result of these two factors, the angle A Pd tends to become a right angle 
and the gap tends to widen. With a wider gap. the lower marginal cost curve is 
likely to intersect the marginal revenue curve inside the gap. pointing to the same 
price QP and the same output OQ. The oligopoly firms will now be reaping 
larger profits. 

Suppose that cost of production rises. The new marginal cost curve lies above 
the old A/C curve. So long as the new marginal cost curve still intersects the 

marginal revenue in the gap, oligo¬ 
poly price rigidity will continue. The 
firm will continue to have the same 
price and accept lower profit mar¬ 
gins. But it is possible that the new 
marginal cost curve may lie above 
the gap. that is, above the point R\ 
a higher price and a shorter output 
is now indicated. That this will 
ordinarily be so, can be shown easily 
by means of Fig. 24.7 where A/C 3 
cuts the MR curve above the point 
R and consequently oligopoly output 
is reduced to OQi and the price 
rises to Q\P\. 

Since cost of production has risen 
for all the firms in the oligopoly industry, each firm can expect that if it raises 
the price above the customary price QP other firms may also do the same. This 
will mean that the demand curve above the kink is becoming less elastic. In 
olher words, each firm expects to lose less in trade by raising the price since 
trade will not be shifted to other sellers. Correspondingly, firms can now believe 
that a price reduction by any of the firms will be equally matched by others, 
that is the demand curve after the kink will not be so inelastic. Thus, with AP 
less elastic and Pd more elastic, the angle APd will be further away from a right 
angle and the gap RK will be smaller and as a result the higher marginal cost is 
apt to lie above point R. All firms are, therefore, likely to raise their prices. To 
sum up, price rigidity under oligopoly conditions will exist even in the presence 
of change in cost-conditions, so long as marginal cost curve continues to cut the 
marginal revenue curve in the gap. This is more likely to happen when the cost 
of production falls than when it rises. 

Change in demand conditions. We shall now explain price ngididity under 
oligopoly when there is a change in demand conditions. Let us assume that firm’s 
demand curve for its product has decreased. Wiih a decreased demand curve 
any price reduction initiated by any one firm will be more likely to be followed 
immediately by others; the new demand curve will be more inelastic than the 
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Fig. 24.7 
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previous demand curve. We can, therefore, expect a bigger gap » 
marginal revenue curve. It is more likely, therefore, that the marginal cost curve 
may intersect the new marginal revenue curve in the gap, thus indicating no 

change in price and output. . . 

On the other hand, an increased demand may result in a higher pri , 
though it may not be so always. If the marginal cost curve cuts the new 
marginal revenue curve in the gap, there may be no change in price; but if 
it cuts at a higher level above the gap, which is more likely, a higer price is 
indicated. 

We can conclude this section on price rigidity under oligoply by making the 
following observations: 

(а) the kinky demand curve analysis shows that there is a tendency to price 
rigidity under oligopoly conditions so as to eliminate uncertainty; 

(б) price rigidity continues to exist even when the cost of production falls or 
when there is a decline in demand (in other words, oligopoly firms may not 
like to reduce the price even if reductions in cost and demand warrant such a 
fall in price); 

(c) price may be raised in response to rising costs or increased demand. 
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PRICING UNDER MONOPOLISTIC COMPETITION x 


HAM BERLIN was mainly responsible for the development of monopolistic 
J competition theory. Before the publication of his famous work The Theory 
Monopolistic Competiton in 1933. economists treated the different varieties of 
brands of a commodity as a homogeneous product. In earlier economic litera¬ 
ture. different brands of say. cigarettes, were lumped together in what was known 
as “cigarette industry**, and taking a single set of demand and supply curves 
for cigarettes, price for cigarettes was determined. To the earlier economists, 
there was only perfect competition—a market situation consisting of a large 
number of sellers and a homogeneous product. To them, the opposite of perfect 
competition was monopoly. But Chamberlin distinguished between large number 
of sellers with homogeneous product and a large number of sellers w,ih differ¬ 
entiated product which he called monopolistic competition. He also brought out 
the significance of selling pressures in the case of a large number of sellers wi 


differentiated product. .. 

Chamberlin" however, did not distinguish carefully between mon °P° ,st ' C 
competition with large number of sellers and product differentiation and ol go- 
polywith or without a differentiated product. In fact, he included these two 
tvpcs of market situations in his concept of monopolists compet.Uon which 
according to him. is a blend of competition and monopoly. In “cent years. 

economists have accepted the term monopolistic compel...on but u it only to 
mean that market situation which is characterised by a large number of sellers 

and product differentiation. _ i rt 

The theory of monopolistic competition is based upon three assumpt • 
thcfhs. olace the industry consists of a large number of sellers, each one ol 
whom—because of the sufficiently large number-does not feel ^ 

others. Every firm acts independently without bothermg about he eact o: 
of its rivals. No one firm controls a significant proportion of the total mark 
ompu" and no one firm by extending or reducing its output -.taco— 
limits will affect the sales of any other seller enough to induce a direct r acno 
Now, suppose that there are 1,000 small dealers ,n a particular oom m °d .y a 
that one of them increases his sales at the expense of the ° th f s . " S e expens e 
sales will be very small as compared to total output and will ^at.heex^^ 
of all the 999 dealers of the commodity, so that the loss is disp ,, y 

over the entire large number of sellers that none feels bn^oss. Second 1 
Customers have definite prefe.ences for the particular varieties or brand 
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products offered for sale by various sellers: in other words, products of the 
various sellers are differentiated. They are relatively close substitutes for each 
other but not perfect substitutes. Thirdly, there is perfect freedom for firms to 
enter or leave the industry. The implication is that the new firm which enter the 
industry can produce a very close substitute to the existing varieties of the pro¬ 
duct and thus increase the supply. 

Under these three assumptions, each seller will act independently. He will 
i* assume that every one, like himself, will accept the policies of other firms 
as given and unaffected by the policies which he himself follows. He will base 
his price and output policies upon his estimate of demand and cost schedules. 
Every seller under monopolistic competition will have a determinate demand 
curve (ceteris paribus demand curve) for his product, given the prices of other 
firms. 


I. DEMAND FOR A FIRM’S PRODUCT UNDER MONOPOLISTIC COMPETITION 

We should have a clear idea about the nature of revenue and cost curves of a 
firm. In the first place, we start with the assumption that selling cost and product 
variation do not exist. Wc shall introduce them later and see how they will 
change our conclusions. We will assume (a) the existence of a large number of 
sellers and absence of collusive action by the sellers, ( b) product differentiation, 
and (c) easy entry to the market. Now, under these conditions, what will be the 
shape of the demand curve for a firm? 

Under monopolistic competition a firm will have the demand curve, reflecting 
both competitive and monopolistic forces. Monopolistic competition is different 
from perfect competition in that it has a product which has only close substitutes; 
while the latter has a product which is said to have perfect substitutes (a homo¬ 
geneous product). Therefore, the monopolistically competitive firm will not have 
a perfectly elastic demand curve which a perfectly competitive firm will have. 
The demand curve of the firm under monopolistic competition will have a nega¬ 
tive slope. At the same time an individual seller in monopolistic competition 
has a product which no other producer can duplicate, not at least so very exactly 
hence he is in the position of a monopolist. The difference between monopoly 

firm and a monopolistically competitive firm is that the former has a product 

which has no substitutes at all, while the seller in monopolistic competition 
has a product for which there are many close substitutes. Consequent^ the 
demand for the product of the seller under monopolistic competition will be^uch 
more sensitive to a relatively small range of price changes than that of S 
pol st. Diagrammatically, the demand curve of the monopolistic competitor will 
be less steep than that ol the monopolist. This implies that a small rise in nr* 
or a small fall in price by one firm will lead to that Hr* 
amount of sales under monopolistic competition 'os,ng or gaming a large 

to\^^ will tend 

which exists between the product of one firm wi h Lteof otterT' T* 
the same thing, the strength of preferences of the con^mm / * * °, r Whlch 1S 

of products; and (6) the elasticity of total demand for the prSuc“‘ ,C 
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The first factor emphasises the extent to which customers will shift among 
sellers when the relative prices of different sellers’ products change. This relates 
to cross elasticity of demand between different brands of the product—how 
many customers can a firm get through a small price reduction and what per¬ 
centage of its own customers it would lose through a small price rise? If cross 
elasticity of demand is high (this will be so when the different brands are close 
substitutes', the demand curve of the monopolistically competitive firm will be 
nearly perfectly elastic. A numerical example will illustrate this point Suppose, V 
in a monopolistic industry there are 1,000 firms and the cross elasticity between 
seller A and each of his rivals is 10, which implies that a price reduction of 1% 
by seller A will enable him to gain 10% of the customers of each of the rival 
firms. A 1% price cut by firm A will result in an increase of 9,990% (I0%x999 
sellers). At the same time if seller A raises his price even by 1/100 of 1% he 
will lose all of his customers to his rivals. Thus, the demand for a firm under 
monopolistic competition is very close to perfectly elastic if its product has close 
substitutes and if the cross elasticity of demand for its product is high. We should 
note here that under perfectly competitive conditions where there is perfect sub¬ 
stitution between products, i. homogeneity, demand for a firm is perfectly 
elastic. On the other hand, demand for a monopolistically competitive firm will 
be far from perfectly clastic if the cross elasticity of demand between different 
sellers' products is low. 

The second factor which affects the elasticity of demand for a firm under 
monopolistic competition is the number of sellers in the industry or the elasticity ^ 
of total demand for the product. This factor emphasises the extent to which 
consumers would shift from the use of one product to others in response to price 


changes. „ „ 

So much for the elasticity of demand for the product for a seller under mono¬ 
polistic competition. Now what will be the height of the demand curve for such 
a firm, that is, how much it can sell a. various prices? Th.s will depend upon 
many considerations. The various amounts which a firm can sell at different 
prices will depend upon the total demand for the product; given the number of 
firms, the larger the total demand for the commodity the greater will be the 
share of each one of the sellers. Secondly, the total number of firms, given the 
size of aggregate demand, will determine the share which each firm can have. 
The larger the number of firms in the market, the smaller will be the share of 

each firm Thirdly, the volume of sales for any one firm will also depend upon 
the preferences of the consumers for the product of a particular firm. The stronger 
the consumer preferences for the product of a particular firm, the larger will be 
the potential sales. Lastly, the amount which a firm can sell at different prices 
will also depend upon the price charged by the rival firms. The sales of a firm will 
be large at each particular price, if the prices of the rivals are sufficiently high. 

The demand curve for an individual seller and the corresponding marginal 
revenue curve in monopolistic competition are shown in Fig 25.1. The demand 
curve AD shows that it is elastic although not perfectly elastic. It has been 
drawn on the assumption that the rivals of this firm will not change their prices 
in response to the price change of this firm. Furthermore, it has been drawn 
with a continuous downward slope to indicate that elasticity of demand is tne 
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same both for a rise as well as fall in the price of the product. But a more 
appropriate demand curve will be a kinked one. The demand curve above the 
kink will show low elasticity and below the kink high elasticity approaching 
perfect elasticity. Such a demand curve is shown in Fig. 25.2. 



Point P in Fig. 25.2 indicates the current ruling price. Above P the elasticity 
of demand is lower, while below P the elasticity of demand is higher. This is 
based on the assumption that a cut in price brings in additional customers to 
the firm from all the rivals. A cut of. one per cent in price may lead to 100 per 
cent increase in sales, if there are 100 rivals ond each rival loses only one per 
cent of his customers to the price-cutting firm. On the other hand, one per cent 
rise in price will induce only the original customers to leave the firm and shift 
their loyalties to the competitors. While a price cut brings in additional customers 
from everyone of the rival firms, a price rise results in a loss of some customers 
only who will have to be shared by the industry as a whole. 

The kinked demand curve is more realistic than the downward sloping demand 
curve. But analysis of price and output is more difficult with the use of the kink¬ 
ed demand curve. Moreover, the broad tendencies of pricing can be explained 
equally well by the smooth downward sloping demand curve. For our analysis, 
therefore, we shall use the latter type of curve. 

Before we end this section, one queston will have to be answered. How far 
is it legitimate to assume a ceteris paribus demand curve for a firm in mono¬ 
polistic competition, or in other words, will the prices of competitors remain the 
same in response to price changes by a particular seller, especially when price 
changes are of the nature of price-cutting? There are a number of valid reasons 
to explain the legitimacy of the assumption we have made. In the first place, 
the size of firms in monopolistic competition is small and consequently each 
firm contributes only a small proportion of the total industry’s output. Conse¬ 
quently, the actions of one small firm will not have any perceptible influence on 
those of the others. Secondly, a price reduction by one firm will lead to such a 
small loss of sales for each one of the rival firms that it may hardly be noticed 
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Thus, a ceteris paribus demand curve is perfectly justified under conditions of 
monopolistic competition. 

2. FIRMS AND GROUP EQUILIBRIUM IN SHORT AND LONG PERIODS 


Equilibrium of Firm in the Short Period 


In the case of monopolistic competition we start with the fundamental 
assumption that every firm attempts to maximise its profits. Every firm in mono¬ 
polistic competition, therefore, will choose that price and elect to produce that 
output, out of the many possible ones, at which it will be able to secure maxi¬ 
mum amount of profits. This equilibrium price and output point is indicated by 
the equality of marginal revenue and marginal cost. 

We have explained elaborately the nature of the demand curve (average reve¬ 
nue curve) for a firm in a monopolistic competition and have shown that it will 
be a definite continuously downward sloping clastic curve. It is easy to calculate 
marginal revenue corresponding to such a demand curve. As regards the cost 
curves, their nature and behaviour will be the same for all firms under all types 
of market situations since cost curves are influenced by physical laws of produc¬ 
tion. In the short run, a firm in monopolistic competition will have average fixed 
cost, average variable cost, average total unit cost and marginal cost and in the 
long run it will have only average cost and the corresponding marginal cost. It 
is important to remember here that there is a large number of firms in mono¬ 
polistic competition, that every firm supplies only a fraction of the market out¬ 
put and that, therefore, its cost curve is so shaped that it cannot produce a 
large share of the market output. This ordinarily means that there are certain 
diseconomies which prevent it from producing its product on a large scale. Given 
the revenue and cost curves, price and output determination under monopolistic 
competition is quite a simple process. The equilibrium of a firm in the short 


period is shown in Fig. 25.3. . 

In Fig.25.3 optimum output for the firm is indicated by-the equality of marginal 
cost and marginal revenue. The optimum or maximum-profit output is OQ and the 

price is QP. Excess profit per unit is 
' PC=AB) and the total excess profit 

is PC x OQ. This total excess profit 
Excess Profits MC is rcprcscnlcd by the shaded area 

S *>/ / ABCP in the diagram. The demand 

u ./ AC curve in the above figure is highly 

c IP l plli C\/ SavC elastic. Consequently, under mono- 

n B r polistic competition the excess of 

? v ^ price over marginal cost will be low. 

£ MR=MC \ dIaR In monopoly where the demand 

' curve is inelastic, the difference be - 

__ — ---ween price and marginal cost will 

% be rather large. It should also be 

£ 25 observed bcrC lhal WC h3VC , 

only one firm ourof hundreds, or even of 
monopolistically competitive industry and that pr.ee of this firm 
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identical with the prices of the other firms in the industry. The prices charged by 
the various firms will not be identical, since the degrees of consumer preferences 
differ. Consequently the height and elasticity of demand curves of different firms 
will also differ. All those firms which are sufficiently old and enjoy goodwill 



Quantity Quantity Quantity 

Firm with excess profit Firm with normal profit Firm incurring losses 

Fig. 25 4 • 

acquired over a number of years and with strongly attached customers will find 
a relatively high price advantageous. New firms, on the other hand, may find it 
necessary to charge a much lower price. Moreover, costs of production of all 
firms will not be uniform; some firms may have lower per unit costs if they have 
the benefit of large and more modern plants, while others may have higher per 
unit costs. In the short run, therefore, some firms may be getting excess 
2* profits, some may get only normal profit and some may be incurring losses 
being able to cover their average variable cost alone. This fact is illustrated 
in Fig. 25.4. 

Group Equilibrium in the Short Period 

So far, we have described how a firm in monopolistic competition decides its 
equilibrium price and output and also the particular variety of the product which 
maximises its profits. We shall now discuss the equilibrium of the industry as 
a whole or what is generally called in imperfect competition theory, the group 
equilibrium. There is a difference between an “industry" and a “group". An 
industry consists of all those firms which produce a homogeneous product, while 
a "group" is composed of firms which produce a differentiated product. In the 
latter sense only we can talk of the automobile manufacturers, the soap manu¬ 
facturers, etc. At the outset, we should appreciate some of the difficulties 
associated with group equilibrium. 

Firstly, there may be wide variations between different firms composing a group 
or industry. Each product has distinct features, real and apparent, and each 
has different kinds of consumer preferences. Moreover, when competitors enter 
I the industry, attracted by the existence of excess profits, they cannot completely 
wrest the existing established sellers of their markets since the latter, over a 
period of years, would have a number of strongly attached buyers The mono¬ 
poly profits of these firms are indeed beyond the reach of competitors. Further¬ 
more, there will be variations in both the cost and demand curves. The height 
and the behaviour of cost curves for every firm will be different from those of 
every other firm depending upon the quality ofthe product produced, the nature 
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and size of the plant used, the efficiency of the entrepreneur and so on. The 
demand curves, however, will depend upon the quality of the product, the nature 
of the firm (i. e., whether it is well established or only recently established), the 
kind of goodwill enjoyed, etc. As a result of these wide variations between firms 
which compose the group, firms do not have uniform prices or output or level of 
profit. These differences are of a temporary character, since they are being 
constantly eliminated. 

Another difficulty in the group problem relates to the number of competitors in y 
the group. The number of firms in an industry has a very important significance 
with regard to price and output determination. The smaller the number of firms, 
the greater the influence of every firm on price. In other words, mutual inter¬ 
dependence is greater in the case of small number and little in the case of large 
number of firms. In monopolistic competition we assume the existence of a 
large number of firms, as a result of which the price and output decisions of a 
firm will have only negligible effect upon those of others. 

Every firm in monopolistic competition has a demand curve of its own, 
showing the different prices at which it will sell different quantities of its 
product. The height of its demand curve will depend upon the prices of its 
competitors, which in turn will be determined by the total supply of and total 
demand for the different varieties of the product. If all sellers start with certain 
given demand curves—very elastic though not perfectly elastic as in perfect 
competition—they will simultaneously adjust their individual prices and outputs 
at the point at which their marginal costs will be equal to marginal revenue. If the 
total supply of the product (arrived at by adding what the individuals produce 
at the point of equality of marginal cost and marginal revenue) is equal to the 
demand of the consumers, the group is said to be in equilibrium. If, however, 
the individual firms produce an output which is larger than the buyers will take 
at the intended prices, prices will fall and the demand curves will shift down¬ 
ward. There will have to be a readjustment of price and output. If, on the 
other hand, outputs of individual firms are smaller than buyers will lift, prices 
will rise and so too demand curves of the firms. The firms will have to change 
their prices and output and find out whether industry supply and demand will 
be equal. This type of adjustment will continue till a provisional equilibrium is 
attained. Thus, simultaneous adjustments of many sellers to their several 
demand curves will determine the general level of industry price and output. It 
should also be noted heie that the equilibrium of the firm and the industry are 
brought about by a mutual adjustment—the firms adjust their output to prices 
determined by the total demand and supply of the group or industry and the 
equilibrium of total demand and supply is brought about by the equilibrium of 
individual sellers. The seller's demand curves are elastic and shifting lines; they 
shift in response to changes in industry supply and ultimately reach a level at 
which sellers supply just the quantities of output which the buyers will lift from 

the market. 

Is the provisional industry equilibrium in monopolistic competition compatible • 
with excess profits or losses? Firms differ in the efficiency of production and 
in the nature of demand and marginal revenue curves. It is possible to visualize 
industry equilibrium with all the three possibilities—excess profit, zero profit and 
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negative profit or loss. But in the long run, presence of excess profits will 
attract entry of new firms and losses will induce some of the existing firms to 
leave the industry. 


Equilibrium of Firm in the Long Period 


In the long period, the principle of price and output determination is the 
same as that in the short period, viz., to equate marginal cost with marginal 
revenue so as to maximise the net revenue. As far as the existing firms are con¬ 
cerned, long run price and output adjustments will imply the adoption of the 
plant to the optimum output in terms of the demand for the product. In the 
long run, plant sizes can be changed to larger or smaller sizes with the object 
of increasing the profits. When long run adjustments are completed, the margi¬ 
nal revenue will be equal to long-run marginal cost. 

Another factor which we should consider in the case of price determination 
in monopolistic competition in the long period is that the number of firms in 
the industry will tend to change because of the absence of restrictions to free 
entry of firms. The assumption of free entry of firms under monopolistic condi¬ 
tions is not unrealistic, since in monopolistic competition firms are small and 
require very little capital and the output necessary for reasonable low cost is not 
likely to be great. The only barrier to new consumers may be the established 
reputation and goodwill of the existing firms. If new firms are set up, there will 
be a tendency for prices to fall and equal the average cost. For one thing, new 
firms in the industry will mean larger production of the product but will not 
mean a significant rise in the total sales. The existing market will now be 
shared between a larger number of 


sellers. Secondly, the newcomers 
may be tempted to fix their prices at 
a lower level than the prices charged 
by the existing firms in order to 
build up their volume of sales. 
Thirdly, the existing firm will be 
forced to reduce their prices to check 
the fall in their sales as a result of 
new rivals who have found it ad¬ 
vantageous to fix lower prices. As a 
consequence of all these factors, 
prices will fall. At the same time, 
there is a possibility that the long 
run average cost curve for every firm 
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rises because of the larger number of sellers and the consequent increase in the 
demand for factors of production. These two tendencies which operate simulta¬ 
neously—prices to decline and average cost to rise-will eliminate excess profits. 
But over a long period of time there will definitely be no losses for any firm 
because if this were to be so firms would leave the industry one after another; 
consequently, supply would diminish causing price to rise until it was high 
enough to cover the average cost of production of the firm. We, therefore 
reach the condusiou that under monopolistic competition, over a long period of 
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time, every firm tends to be a no-profit or no-loss firm and will reap only nor¬ 
mal profit. Fig. 25.5 illustrates this fact. 

It should be noted that in the above figure the point of tengency of the long- 
run average cost and the demand curve is not at the lowest level of the long-run 
average cost curve. This is so because of the downward slope of the demand 
curve (compare this with the long-run equilibrium of the firm in perfect competi¬ 
tion). When long run adjustments are complete, the firms in monopolistic 
competition will be operating at levels at which they do not secure full reali¬ 
zation of the economics of large scale production. The plants, in other words, 
are not used to optimum capacity. It would be seen that any attempt to 
produce more to secure the advantage of the lowest average cost will he un¬ 
profitable for the firm, since the price reduction necessary to sell the larger out¬ 
put will exceed the cost reduction made possible. In monopolistic competition 
firms are of less than optimum size in equilibrium. Thus, in monopolistically 
competitive industries, there is a chronic tendency for too many firms to exist, 
each producing at a level below the optimum point or lowest average cost point 
and each charging higher than competitive price and all resorting to competitive 
advertising against each other in the effort to retain customers and to take them 
away from each other. In many a city, there are many under-utilised grocery 
stores, small restaurants, barber shops, etc. There is a waste and maldistribution 
of economic resources in this duplication and under-utilisation. The “wastes of 
competition” in fact refer to the wastes of monopolistic competition and not to 
perfect competition because under perfect competition every firm is of optimum 
size and there is no scope for advertising etc., since the knowledge of customers 
is perfect and consequently there is no waste. The only redeeming feature of 
so much duplication and under-utilisation is the satisfaction of the consumers 

desire for variety. ...... . 

The long run group equilibrium in monopolistic competition is fairly simple, 
if we assume similar cost and demand curves for all firms, including the new 
entrants. In such a case if provisional equilibrium has been attained with excess 
profits for all or most of the firms (which means the demand curves arc above 
the average cost curves) new firms will be attracted to the industry. As a result, 
the industry supply will increase, the price will fall and the demand curves of all 
the firms will shift downward. Long run equilibrium will be attained when the 
demand curves of individual sellers fall to langcncy with their average cost 
curves. At the point of tengency, price will equal average cost and excess pro¬ 
fits will disappear Suppose that provisional equilibrium has been attained with 
many or all firms getting losses. Some of the firms in the group will leave the 
industry resulting in the contraction of supply of the products, rise in price and 
shifting upward of individual demand curves. Equilibrium in the long period 
will bc°attaincd when the new demand curves of firms become tangent to their 
average cost curves. The group equilibrium is illustrated by Fig. 25.5. 

The above analysis of long run group equilibrium of monopolistic competition 
is based on rhe assumptions of identical cost and demand conditions for all 
firms and easy entry or exit for firms. But in reality these conditions may not 
hold good. As we have indicated earlier, firms differ from one another. Some 
are well established and some are comparatively new and the latter will not 
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enjoy all the facilities of the former. Therefore, in all cases of industry equili¬ 
brium. there would be some sellers getting excess profits which are the result of 
“monopoly” element; for instance, a strong trade mark or brand cannot be 
removed by the new entrants, and it will cease to be a source of attraction to 
newcomers. Tentative stability would be reached when new entrants do not 
consider the industry as profitable. But at the same time, freedom of entry 
will remove the possibility of large excess profits. 

3. PRODUCT DIFFERENTIATION AND EQUILIBRIUM OF FIRM 

Under prefect competition, we deal with a homogeneous product. For example, 
basmati rice produced by a farmer in any part of U.P. or Punjab, is rice of the 
same type and has the same price throughout the State. On the other hand, 
consumers do not consider the different brands of cigarettes as identical. Even 
at the higher price of, say. Gold Flake, many prefer it to other brands which 
sell at lower prices. The point we emphasise here is that the different varieties 
of an article offered by different firms under monopolistic competition are 
treated by the consumers as different commodities. 

Product differentiation is brought about in many ways. Products are made 
different by the material used, workmanship, durability and strength. Products 
may differ in size, colour, shape, style and packing. There can be a difference 
only in brand names. In many cases customers prefer a commodity sold by 
one shop than by another because of the past reputation of the firm, or personal 
relationship with the firm, or the good attitude of the personnel attending to 
customers, or because of favourable terms of trade such as guarantee of service 
and repairs, acceptance of returned goods, facilities of credit, home delivery of 
goods, etc. In very many cases consumers’ preference is affected by distance 
and location of the shop—definite preference for goods sold by shops nearest to 
the consumers, and for goods of those shops which are located iu the well- 
known centres of the town. In most cases, product differentiation is brought 
about by different advertising media whose main purpose is to impress upon the 
consumers the real and the imaginary characteristics of one product as against 
all the others in the industry. 

Product differentiation is far more widespread in practice than we generally 
imagine. Normally, we associate it with manufactured articles. But it may 
also be found in many other cases. Most foodgrains and raw materials are 
more or less homogeneous goods. Rice, wheat, tea, coffee, sugar etc., are all 
standardised homogeneous goods when bought and sold in the wholesale 
market. But bread made out of wheat or tea or coffee sold in retail have 
different brand names and command different types of consumer preferences. 
Even in the case of semi-manufactured goods like steel for manufacturing fini¬ 
shed goods, firms will try to differentiate the product from one firm to another_ 

though they are absolutely similar—mainly on the basis of their service attending 
the sale. 

From the above discussion it will be clear that product differentiation is 
generally brought about in two ways—one is through change in quality and the 
other is through sales promotion. Change in quality or quality variation may 
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refer either to the physical aspects of the commodity such as the material, work¬ 
manship, durability, shape, size, colour, smell etc., or it may refer to differences 
in the service associated with the sale such as the pleasantness of the surroun¬ 
dings, the courtesy and consideration shown by the personnel attending to the 
customers, terms and conditions of trade, promptness of delivery and above all 
convenience of the location of the shop. The purpose of quality variation is to 
adapt a particular brand of a product as far as possible, to the tastes and pre- 
ferances of consumers. This gives a firm monopoly power over the price of its 
brand by widening the gap between its product and the brands of other produ¬ 
cers. The second method of bringing about differentiation in products in the 
minds of the consumers is through sales promotion which brings out the desira¬ 
ble qualities which a particular brand of a product possesses distinct from and 
superior to those of other brands of the same product. The purpose of sales 
promotion is to intensify consumer's desire for the commodity and also to bring 
in additional customers for the product. 

Chamberlin points out that under monopolistic competition the amount 
which a dealer can sell will depend upon three factors, namely, upon his price, 
the nature of his product and his selling activities. We have discussed above 
the first of these factors—price determination—assuming the other factors. We 
shall now discuss product differentiation and how a firm attains equilibrium. 
A firm may accept a price generally prevalent or the one established by tradition 
or other historical forces or the one to which customers are habituated. It 
has now the problem of finding out the exact variety or quality of the product 
which allows it maximum profit. In the case of a firm which is setting out for 
the first time, there is plenty of choice as regards the varieties of a product 
which it can select. In certain types of businesses. such as retailing, changes 
can take place in the matter of services and other circumstances surrounding 
sale. In manufacturing industries, technical and qualitative variations in pro¬ 
duction are possible. 


A peculiarity of product differentiation is that for each variety of a product 

there is a certain cost schedule and 
certain demand schedule. In general 
the higher the quality of the product 
the greater will be the cost per unit 
and greater also the potential sales 
at various prices. But there will be 
only one variety out of many varie¬ 
ties, which will lead to maximum 
profit Decisions regarding price, 
output and variety should be made 
by the entrepreneur simultaneously 
in the sense that one cannot be made 
without reference to the others. 
Now, following Chamberlin, we can 
Fig. 25.6 show how a firm will choose a parti- 

cular variety of product, assuming price to be constant. ^ Fig. 25J5 we take 
three varieties A, B and C of a product and the cost curves for them are AA, 
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BB, and CC respectively. The constant price we have assumed is aD< * at 
that price, the firm will be able to sell OQ, of variety A, OQ, of variety B and 
OQ 3 of variety C. It is assumed that for each price, a certain quant,ty of each 
variety can be sold. At the fixed price of OP, the amount demanded for 
variety /I is OQ,. the total profit is PMKK, (Total Revenue OPMQ , minus 
Total cost OK x KQ X ). Similarly, total profits for varieties B and C are PM 1 
£X. and PM, RR, respectively. It is clear that the producer will choose variety 
B because it offers the firm maximum amount of profit. This method of selecting 
the most profitable variety of a product is unrealistic since, as we have shown 
earlier in this section, the firm will have to decide on price, output and quality 
simultaneously—a decision which cannot be made without reference to each other. 


4. CHAMB ERLIN'S ANALYSIS OF GROUP EQUIL IBRIUM 

Professor Chamberlin has given an alternative analysis of group equilibrium in 
terms of two demand curves. For this purpose, he makes three simple assump¬ 
tions. First a large number of monopolistic competitors exist in each product 
group; such a large number of sellers is in the product group that each 
firm expects its price and output policies to go unnoticed by its rivals. The 
demand curve will be highly elastic. Secondly, all firms in the reduction of 
price by one firm will enable it to expand its sales considerably by capturing a 
part of the markets of other firms; likewise a rise in price by one firm will force 
it to contract its sales considerably. Thirdly, the demand and cost curves will be 
uniform for all the firms. This will help to explain price determination for one 
firm and extend it to all the other firms. The first two assumptions are prefcctly 
realistic and valid but the third assumption is too simple—and Chamberlin calls 
it heroic assumption—as it precludes differences which may exist between 
varieties of the same product. 

On the basis of the above assumptions, Chamberlin visualises two demand 
curves for every firm under monopolistic competition. The first demand curve 
is an elastic one. This is the dd curve in Fig. 25.7. As there are many firms in 
each product group and as all firms produce more or less homogeneous products— 
closely related and readily substitu¬ 
table products—each firm considers 
itself independent. It believes that 
any change in its price policies will 
not be noticed by the others. For 
instance, when the firm reduces the 
price of its product, other firms will 
not follow suit and consequently the 
former expects a large expansion in 
its sales. For one thing, price reduc¬ 
tion will induce its own customers 
to expand their purchases; for an¬ 
other, it will enable the firm to cap¬ 
ture part of the markets of the rival 
producers. Thus a firm may expect 

large sales for Its product when it reduce* its price. On the other hand, if the 
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firm raises its price it will lose its customers to other rivals who may not raise 
their prices. Thus, the demand curve of the monopolistically competitive firm 
will be highly elastic comparatively. It will show that the firm can sell 
m6re or less by reducing or raising its price. The curve dd is such a demand 
curve. 

Now, if each firm imagines that its demand curse for its product is elastic on 
the assumption that when it raises or 1 educes its price, no one will follow, it has 
a positive incentive to reduce its price. But such an incentive is common to all 
firms and, therefore, all rival firms have the incentive to reduce their prices. If 
all firms reduce their prices simultaneously, each will gain only that increment 
in sales that is due to the general price reduction. It will not be able to secure 
part of the market of the rivals. Therefore, if a rival’s actions are shown by 
the DD curve in Fig. 25.7. The DD curve shows the demand curve for 
one seller at various prices under the assumption that competitors’ prices 
are always identical. It may be taken as the market demand curve for the 


firm. 

In the short period, the firm will be in equilibrium by producing OQ output 
and selling it at PQ ( = 0A) price, as shown in Fig. 25.8. It is able to get super¬ 
normal or pure profit of ABCP. At point P the imaginary demand curve dd 
intersects the actual market demand curve. Assuming its individual demand 
curve as dd, the firm realizes that it can increase its pure profits by fixing a 
lower price than OA. But actually, instead of expanding along dd, the firm’s 
demand curve slides downward along DD. As Chamberlin states, the demand 
curve dd is pushed downward because of mutual competition. The dd curve is 
pushed down till it becomes tangent to the long run average cost curve LAC at 
point P x . The dd curve falls to the level of the dotted curve dd. The final 
equilibrium point is Pi at which the long run price is equal to long run average 
cost If mutual competition is more intensive, dd demand curve may fall down 
still lower but this will involve losses for the firm and, therefore, the price would 

have to be raised. . 

Under the influence of price competition, in the long run equilibrium of the 

group is attained when the anticipated 
run average cost curve LAC. It may 
be observed that in the long run 
equilibrium, price is not equal to the 
lowest average cost of the firm. In 
Fig. 25.8 the lowest cost of the firm 
is shown by point L and the optimum 
output is OQ 2 . The firm has excess’ 
capacity of QiQz (when actual pro¬ 
duction is less than the ideal or 
optimum production, excess capacity 
is said to exist). It may be remem¬ 
bered that under perfectly competi¬ 
tive conditions, in the long run the 
price will be equal to the lowest 
average cost for every firm. 


demand curve dd is tangent to the long 
Y 
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5. SELLING COSTS 

In perfect competition the firm has only the problem of adjusting its output 
to a given price. In monopoly, the firm has to choose the profit maximising price 
as well as output. In the case of oligopoly and monopolistic competition, in 
both of which product differentiation exists, a firm will have to choose a price 
and output, select a particular variety of product and decide upon the nature 
and volume of its selling activity. In the first two cases, the problem for a firm 
is to choose the price-output combination that will maximise its gains or mini¬ 
mise its losses (in case losses are incurred). But when the product is subject to 
differentiation, two additional competitive weapons are also available, viz., 
quality variation and selling activity. 

Chamberlin defines selling cost as “cost incurred in order to alter the position 
or shape of the demand curve for a product'* 1 . Selling costs represent the cost 
of all those selling activities which are directed to persuade buyers to change 
their preferences so as to raise their demand for a given article. Advertisements, 
salesmen’s salaries, expenditure on samples, window displays, etc., are all selling 
costs. 

Selling costs arc distinguished from production costs which may be defined as 
costs which arc necessary for the production of a given variety of a product. 
Production costs will include costs of raw materials used, the cost of manufacture 
and workmanship, packaging etc. Cost of production will include all expenses 
connected with the manufacture of a commodity or service, its transportation to 
the market and costs of delivering it to the consumer. Selling costs, on the other 
hand, include all expenses incurred to secure a demand or a market for the 
product. Chamberlin distinguishes these two costs in a simple manner.. Pro¬ 
duction costs adopt commodity to the demand while selling costs adopt demand to 
the commodity. That is to say. production costs create utilities which will satisfy 
demand, while selling costs create and shift the demand itself. But it is difficult 
in many cases to make a sharp distinction between production and selling costs 
since they are joined together throughout the price system. Moreover, there arc 
some costs which are difficult to apportion. For example, the expenses incurred 
on a cellophone wrapper arc partly production cost (for packing is generally 
production cost) and partly selling cost (since cellophone wrapper is meant to 
display the contents and thus attract additional customers). 

There are certain types of costs which apparently increase demand but are 
really cost of production. Transporation, for example, is very essential if goods 
have to be taken from the factory to the consumer; almost nothing can be sold 
without expenditure on transportation. But transport cost are properly produc¬ 
tion costs and not selling costs. 

Selling Costs and Demand 

The purpose of selling costs is to increase demand for a particular variety of 
a commodity. Selling costs are based upon two important factors viz., imperfect 
knowledge and the possibility of changing people's wants by advertising or selling 
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appeal. Ultimately influence cf selling costs on demand will depend upon these 
two factors. Let us now explain these two factors taking advertising expenditure 
as the example for selling costs. 

Advertising is unnecessary under perfect competition because firstly, the pro¬ 
duct with every seller is standardised and secondly, because there is too large a 
number of sellers in the market each having an insignificant share of the market. 
But advertising becomes essential under oligopoly and monopolistic competition 
because of imperfect knowledge among the buyers. Buyers may not be aware 
of certain varieties of products or of the existence of sellers other than those 
with whom they habitually trade. They may not be aware of the different prices 
at which the different varieties are sold. By means of advertisement, sellers 
inform the bnyers about the existence of different varieties of products, their 
qualities, their comparative prices, etc., and help them to select from among 
many varieties. Thus, the demand for particular product is affected by advertise¬ 
ment. Now, there are two possible changes in demand—one relates to the shape 
and the other to the location of the demand curve. When advertising increases 
a seller's market by spreading information, it influences both the shape and also 
the location of the demand curve for the product. One or two illustrations will 
help in the understanding of these points. 

Suppose that a seller wants to increase his sales through price cutting. He 
will be able to do so only through hi6 advertisement by which he is able to in¬ 
form a large number of people about the lower price. Thus, advertising makes 
his demand curve more elastic by bringing in more buyers at lower prices. With¬ 
out advertisement, and with imperfect knowledge of market conditions on the 
part of buyers, demand is generally less elastic. But advertising makes a 
demand curve more clastic. This relates to the shape of the demand curve. 

The effect of advertising is to shift the demand curve to the right through 
describing the product, explaining its comparative excellence, etc. Without 
advertising new products and new varieties of an old product cannot have any 
market at all. The larger the number of persons who come to know of the 
product the higher will be the demand curve. This refers to the location of the 
demand curve. 

The second effect on demand from advertising is through the alteration of 
consumers* preferences. When a product is constantly advertised, the consumer 
becomes familiar to the particular brand name or trade mark and buys it in 
preference to many others which are unadvertised and hence remain unfamiliar 
brands. Here advertisements have not given any information to the consumers 
but have made them familiar with a particular brand name. Similarly, adver¬ 
tisers play upon the psychological factors which motivate human conduct such 
as fear, flattery, prestige, etc. Advertising, thus, creates new demand or alters 
the existing scheme of consumer preferences. 

Chamberlin calls the first type of advertising which is meant to provide 
information to buyers and thus influence the shape and the location of the 
demand curve as "informative advertising ** and the second type of advertising 
which is meant to create and alter consumer wants or preferences as "manipulate 
advertising". 
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Selling Costs and Diminishing Returns 

We have shown in the previous section that selling costs increase the demand 
for the product in the sense that more can be sold at the same price—graphically, 
this will mean a shifting of the demand curve for a product upward to .the right. 
It is difficult, however, to generalise about the way consumers respond to adver¬ 
tisements. But it may be stated that selling costs are subject to diminishing 
returns, l.e. successive doses of selling expenditure incurred on a product of a 
k given quality, selling at a given price, will raise the total sales of the product 
first at an increasing rate and later at a progressively diminishing rate. There 
are two sets of factors to explain both the increasing returns and the eventual 
diminishing returns here. 

Why should increased expenditure on sales promotion result initially in increa¬ 
sing returns? In the first place, large expenditure especially in the beginning 
stages arc required to change preferences of consumers for certain varieties. 
Small sales promotion efforts may not bring in customers from other brands. 
But large expenditure permitting intensive and repetitive advertisements may 
succeed in converting the buyers to the new brand. Secondly, with larger 
expenditure incurred on sales promotion, certain economies of advertisements, 
such as greater administrative skill use of more catchy advertisements, better 
salesmen, etc would be reaped by the firm. Thus, two factors are responsible 
for total sales of the product rising at an increasing rate. 

As in all cases of variable returns, a stage is reached when increasing returns 
y give place to progressively diminishing rate in the increase in total sales. Increa¬ 
sed sales after certain stage can result only in two ways : (fl) the regular custo¬ 
mers of the product should be induced to buy more of the product ; and ( 6 ) 
customers accustomed or loyal to other brands should be won over. Now 
additional sale to either of these two groups becomes progressively difficult and 
entails large sales expenditure. The old customer will have to be induced to 
give up some of his other desirable purchases so as to buy more units of the 
advertised product. There is a limit to this since no customer will like to buy 
unlimited quantities of any product. It is possible to secure and ever-widening 
circle of new customers by increased sales promotion but this increase may not 
and cannot be in proportion to the amount of expenditure incurred on advertis¬ 
ing. Besides, part of the sales promotion effort is meant to keep the customers 
loyal to the advertised brand lest they are won over by others. Thus, it will be 
seen that selling cost per unit of a product will rise after a certain stage. 

Selling Costs and Equilibrium of Finn 

Under perfect competition, the firm attains maximum profit equilibrium posi¬ 
tion without much difficulty for it has only to find out the output at which its 
4 MR will be equal to its MC. But under monopsonistic competition a firm has 
many variables to consider before it can expect to attain equilibrium. The 
problem is extremely complicated because of many possible combinations. In 
fact, the problem before a firm is : for which product out of many possible 
varieties at which price, at what quantity and with what selling costs, maximum 
profits can be realised? Normally, some of the variables may be kept fixed and 
the firm will have to concentrate on tho others. For example, people may become 
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accustomed to a particular price—“charm” price—and the firm may decide to 
leave the price alone and concentrate on product variation and selling promo¬ 
tion. In certain cases, people may associate a particular type of product with 
a firm and the product as given, it may experiment with different prices and 
different selling expenditures. 

It is extremely difficult to present the almost infinite possibliiies of selling 
costs and their influence on prices, costs and profit margins. However, it is 
possible to illustrate selling costs. Fig. 25.9 is drawn on the assumption that the 
firm has three alternative selling costs, of Rs. 5,000. Rs. 10.000. and Rs. 15.000. 
Corresponding to each selling cost, there is a demand curve for the product. 
For instance. D represents the firm’s demand curve when the firm is spending 


Rs. 5.000 on sales promotion. In the same way, D x and D> represent the firm's 
demand curves when the firm spends Rs. 10,000 and Rs. 15.000. These curves 
have been drawn on the assumption that selling costs influence demand for a 
product—the higher the selling cost, the higher will bc*lhc demand curve for 
the product. 

Selling costs form part of the total cost of production—in fact, they arc 
assumed as part of fixed costs. For instance. ATC is the average total cost 
consisting of average production cost and average selling cost assuming that the 
firm spends Rs. 5,000 on sales promotion. ATC\ is the average total cost when 
the firm spends Rs. 10,000 on sales promotion; likewise A TC.. is the average 
total cost when the firm spends Rs. 15.000 on sales promotion. 

We have omitted marginal revenue and marginal cost curves for the sake of 
simplicity and for avoiding too many curves in the figure. Instead, we have 
adopted the area technique of finding the maximum profit in each case. When 

the firm spends Rs. 5,000 as selling 
Y cost, the maximum profit is ABCE 

and the best price and output are 
QB and OQ respectively. Similarly, 
when the firm spends Rs. 10,000 on 
sales promotion, the maximum pro¬ 
fit it can secure is A\B X C^E\ and the 
best price and output are Q 2 B\ and 
OQ* respectively. For the selling 
cost of Rs. 15,000, the maximum 
profit is AzBzCzEi and the best price 
and output arc Q X B 2 and OQ i res¬ 
pectively. From Fig. 25.9 it will be 
clear that the highest amount of 
Fig. 25.9 profit is earned when the firm spends 

Rs 10.000. The equilibrium price is Q 2 B\ and the equilibrium quantity is OQ 2 , 
As mentioned at the beginning, these are not the only alternatives before the 
firm. There are many more. 



6. WASTES OF MONOPOLISTIC COMPETITION 
The defects of monopolistic compeiition are often referred to as ‘wastes of 
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competition.* Professor Rothschild 5 has mentioned five kinds of wastes of 
monopolistic competition viz., unemployment, excess capacity, cross transport 
failure to specialise and competitive advertising. We shall take up each one of 
these points. 

1. Unemployment. There are certain types of unemployment which will be 

found under all conditions. For instance, frictional, cyclical and structural un- 
u employment can exist in a country. But in monopolistic competitive situation, 
* the problem of unemployment is aggravated for various reasons. For one thing, 
part of the productive capacity may be unused. For another, cyclical unemploy¬ 
ment may be intensified through price maintenance in place of production main¬ 
tenance. Finally, monopolistic factors may increase the share of profits in 
national income which will reduce propensity to consume without creating a 
comparable increase in the desire to invest. 

2. Excess capacity. We have already argued that under monopolistic com- 
petion firms will not produce optimum output at the lowest average cost point. 
Since competition is not perfect, the demand curve for a firm is not perfectly 
clastic and, therefore, is not equal to the lowest average cost point. This is the 
well-known fact of excess capacity or unused capacity with its corollary of non- 
minimum production costs and price above marginal cost. Excess capacity is 
regarded as a waste of monopolistic competition. But Rothschild has correctly 
pointed that: “This excess capacity can. however, only be unequivocally regarded 
as a waste, if the different substitutes produced under monopolistic competition 

, can be regarded ‘really* equivalent from the consumers' point of view.'* 3 If 
excess capacity is due to irrational consumer perferences, it is positively wasteful 
because consumers would be better off if production is concentrated in fewer 
units, producing to full capacity. But if buyers* preferences arc rational, that 
is, if the buyers arc prepared to pay a price for an extensive product differen¬ 
tiation. the situation becomes more complicated. In such a case, not all excess 
capacity is a waste. Professor Chamberlin has pointed out that differences in 
tastes, desires, incomes etc., indicate the need for variety. 4 If variety is justified, 
the pure competitive ideal of maximum output at the lowest cost of a 
homogeneous product loses its significance. Excess capacity is justified from 
this angle. 

3. Cross transport. The waste of cross transport arises when under 
monopolistic and oligopoly situations, markets are not clearly divided between 
different producers in different regions. For instance, cloth produced in Delhi 
may be sold in Bombay, while Bombay cloth may be sold in Delhi. The cost 
of cloth to the consumer is necessarily increased to include transport charges. 
If the market for cloth is conveniently divided, so that Bombay market is served 
by the Bombay mills and Delhi and northern regions are served by the Delhi 

f mills, transport costs can be reduced. The wasteful use of transport facilities is 
the direct result of product differentiation and as such is similar in nature to 

*Roth$child, "Wastes of Competition" in " Monopoly and Competition and their Regula¬ 
tion'*, edited by Edward H. Chamberlin. 1952. 

'Ibid, p. 393. 

‘Chamberlin, The Theory of Monopolistic Competition, V Ed., pp. 214-75. 
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the problem of excess capacity. Here also, the distribution between rational 
and irraional buyers preferences is of utmost importance. 

Failure to specialise. Another disadvantage of monopolistic competition is 
insufficient specialisation. The cost advantages arising out of specialisation 
cannot be reaped uoder monopolistic competition because the sales of the failure 
to specialise and the costly maintenance of several lines of production is also 
owing to a desire to reduce the risks which derive from too great a dependence 
on the demand for one or a few products. In such a case, this waste is due to 
the uncertainty of competition. 

Advertising. The waste of advertising is the outcome of the absence of 
perfectly competitive conditions. Marshall in his book Industry and Trade 5 
distinguished between constructive and combative advertisements. Construc¬ 
tive advertisement is meant to spread information of a product and this 
is compatible with pure competition where knowledge of the product is not 
perfect. It may be remembered that perfectly competitive system with perfect 
knowledge is an impossibility and. therefore, this type of advertisement cannot 
be regarded as a waste. But the bulk of advertisement is of the combative type 
associated with the boosting-up of differentiated products. Such advertisement 
is clearly wasteful for it leads to unnecessary competition among rivals and high 
cost for the consumers. Some may argue that advertisements increase consumers’ 
satisfactions by adding to the prestige, glamour and desirability of the advertis¬ 
ed good of the buyers. But against this argument, Rothschild states that the 
dissatisfaction created by advertisements in people who cannot buy the advertis¬ 
ed good may amount to much more—this is a psychological waste arising out 
of advertising, and it should not be forgotten. 
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MONOPSONY AND BILATERAL MONOPOLY 


1. PRICING UNDER MONOPOLY 

M RS. JOAN ROBINSON was the first writer to use the term ‘monopoly’ to 
refer to the market in which there is a siDgle buyer. The older phrase was 
“monopoly buyer” which literally meant ‘single seller buyer’, but this was 
illogical and absurd. Monopsony is single buyer or a purchasing agency which 
buys the whole or nearly whole of a commodity or service produced. It is 
important to remember that monopsony refers to the single buyer in the 
market, while on the sellers side, there may be single seller (monopoly) or a few 
sellers (oligopoly) or a large number of sellers (perfect or monoplistic competi- 
, tion). Many examples of monopsony may be given. For instance, a monopsony 
may be created when all the consumers of a commodity are organised together; 
it may also come into existence when a consumer likes a commodity which no 
one else requires. 

Analysis of Monopsony 

Just as the monopolist is interested in getting maximum profits, similarly the 
monopsonist is interested in getting maximum consumer surplus. Just as the 
monopolist equates his marginal cost with his marginal revenue so as to get 
maximum profit, similarly, the monopsonist gets maximum consumer surplus 
when his marginal cost—the cost of the last unit which he finds worthwhile 
buying—is equal to marginal utility. We can illustrate this Fig. 26.1 
The demand for the product for the monopsonist is based on and is the same 
as the marginal utility curve. The supply curve for the product is sloping up¬ 
ward to indicate that the monopsonist can buy more and more only at higher 
and higher prices; it is the average cost to the monopsonist As the supply 
curve is sloping upward, the cost of the additional units (marginal cost) to the 
monopsonist is rising at a higher rate. At point R t the marginal utility to the 
f monopsonist is equal to the marginal cost to him. He stops buying at OQ 
quantity and the price he pays per unit is OP. The total outlay or expenditure 
incurred by the monopsonist is given by the area OQP but the total amount 
wh,ch he is willing to pay for OQ is OARQ. Consequently, the consumer sur- 
P os is the shaded area ARP i P . It may be observed that monopsonist 

cannot buy beyond OQ quantity as the marginal cost to him will be higher than 
e marginal utility, resulting in reduction of total consumer surplus. If, on the 
other hand, the monopsonist buys less than OQ quantity, the loss of utility will 
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be more than saving in cost. Thus, the equilibrium of the monopsonist is at 
the point at which marginal utility is equal to marginal cost. 


Y Y 



Fig. 26.1 F'8- 26.2 

Let us take the case of the monopsonist buying a commodity in a market with 
a constant supply price. In this case, the average cost and marginal cost of 
buying the product will be the same to the monopsonist. Naturally, the monop¬ 
sonist buys at the point at which marginal utility is equal to marginal cost 
(which is the same as the supply price). This is shown in Fig. 26.2. 

In Fig. 26.2 the supply curve of the commodity is horizontal or perfectly 
elastic; it means that the monopsonist can buy additional units at the same 
price; the marginal cost to him of the additional units will be of the same value 
as the price of the unit to him. In this case, at the point of monopsony equili¬ 
brium, we will have: 

marginal utility = marginal cost 
marginal cost = price 
marginal utility=price 


Comparison between Market with Large Number of Competing Buyers and 
Market with Single Buyer 

Just as monopoly output and competitive output can be compared, in the 
same way. monopsony purchase and the purchase by competing buyers may be 
compared. We can assume, with Mrs. Robinson, that the market consisted of 
a large number of buyers competing among themselves in the beginning afte 
some time, these buyers agreed among themselves to act toge her. without 
causing any change in the demand curve for the product—such a demand curve 
represents the marginal utility curve for the monopsonist. If the mono P™ n ' s 
s faid with a perfectly elastic supply (as in Fig. 26.2) the volume of purchase 
will be the same for the monopsonist as well as for the competitive buyers. I 
the supplv curve for the product is rising, the marginal cost curve to the ™ n T 
h ..will be risin" at a higher rate, and therefore, the quantity bought by the 

SOn 'onsonist Will be more than half of the competitive output. This is shown 
^nopsomst will ^ ^ ^ h3n(j ^ supply curve of lhe product is down¬ 
ward sloping and the industry is supplying larger quantity of the good at lower 



Price 
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u „ u Alloht hv the monopsonist will be more than what the 

prices, the amount bought by P where the competitive 

competitive buyers buy. This is shown in r. B . 

V 



Fig. 26.3 


Fig. 26.4 


buyers buy OQi quantity at OP price. The monopsonist, however, buys OQ 
quantity at OP\ price-he buys more at a lower price. 

Monopsony Price Discrimination 

Similar to monopoly price discrimination, there can be monopsony price 
discrimination also. Monopsonist will pay different prices for the same product 
if he is able to separate the groups of sellers and deal with them independently. 
If the monopsonist is faced with different sellers all of whom have more or less 
the same supply elasticity, the price the monopsony will pay for different units 
will be same. But if the monopsonist is faced with sellers with different supply 
elasticities (some with less clastic or inelastic supply and some with more 
elastic supply it would be to the advantage of the monopsonist to offer different 
prices. The monopsonist will pay more to the seller with elastic supply and 
less to the seller with inelastic supply. The monopsonist will buy from each 
seller in such a way that the margi- y 

nal cost to him from the different 
sources will be equal to the marginal 
utility of the total amount bought. 

A good example of price discrimi¬ 
nation under monopsony when the 
letter is faced with two types of 
supply curves can be given with re¬ 
ference to men and women workers. 

The efficiency of all the workers may 
be assumed to be the same but the 
conditions of supply of the two 
groups of workers to a monopsonist 
(say a cotton mill in isolated locality) Fig. 26.5 

may be different. Fig. 26.5 illustrates the payment of different wages for the two 
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groups of workers by the monopsonist. 

In Fig.26.5 the demand curve for the monopsonist is the same as his marginal 
utility curve. The supply curves for men and women are given separately. The 
corresponding marginal cost curves to the monopsonist are given by the dotted 
curves. The two marginal cost curves are added to get the aggregate marginal cost 
curve AMC. Equilibrium is attained when the monopsonist buys that quantity of 
labour at which the marginal utility of labour to him is equal to the aggregate 
marginal cost, i. e., at point E. A horizontal line from point E to the Y-axis 
shows the equality of the marginal utility to the different marginal cost curves 
at points R and /?,. The different quantity of labour bought in the two markets 
are found and the corresponding wages are also found out. OQ and OQi are 
the quantities of labour bought by the monopsonist at the OP\ wage for men 
and OP'* for women. The above analysis is the reverse of price discrimination 
under monopoly. 

2. BILATERAL MONOPOLY 


A bilateral monopoly is a market situation in which a single seller (monopolist) 
faces a single buyer (monopolist). It is a market of monopoly-monopsony. In 
an isolated locality, with only one cotton mill offering employment for labour 
and with a trade union controlling total labour supply, we have something 
approaching bilateral monopoly; the trade union which controls the supply of 
labour is the monopoly and the cotton mill which is the sole buyer of labour 
service is the monopsony. Price determination under bilateral monopoly can 
be illustrated with Fig. 26.6 

Suppose that the monopoly seller is a bauxite mine, the only one in the 
region, which is selling bauxite ore to the only one aluminium manufacturing 

factory in the region, which is in 
the position of a monopsony. The 
demand for bauxite comes from the 
monopsony and is based on the 
marginal utility of bauxite to the 
monopsonist. In Fig. 26.6 the de¬ 
mand curve D/MU is given. Faced 
with this demand curve for its pro¬ 
duct, the monopoly seller (the 
bauxite mine) calculates the marginal 
revenue for its product. Naturally, 
the marginal revenue curve will be 
sloping downward at a higher rate. 
The question is: How many units 
of bauxite will the monopolist sell 
and at what price will be sell the quantity ? This will depend upon monopolist's 
marginal cost of production. In Fig. 26.6 the marginal cost of production of 
bauxite to the monopolist is given by the upward sloping curve MC^ The 
equality of MCi and MR is shown by the point R and the monopolist will like 
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to produce OQ quantity of bauxite and sell it at OP price—this will maximise 
profit for the monopolist. \ 

Let us now consider the position of the monopsonist of bauxite—viz., the 
Aluminium manufacturing company. The demand of this company for bauxite 
is already explained; the demand curve represents marginal utility of bauxite to 
the company. The monopsonist will assume the marginal cost of production of 
the monopolist as the supply curve of bauxite, i.e. monopsonist will assume that 
it can get more units of bauxite at higher and higher prices of bauxite—this is 
how the bauxite mine is going to supply. The MC l is also the supply curve of 
the product. As the supply is more at higher prices, the monopsonist will calcu¬ 
late marginal cost of production for itself—this is MC 2 which is marginal cost 
corresponding to the supply curve MC\. The monopsonist will find it advanta¬ 
geous to buy that quanitity and at that price at which its marginal cost (A/C 2 ) is 
equal to its marginal utility (D/MU). This equality is indicated by point R x . 
The monopsonist will, therefore, like to buy OQ x quantity of bauxite but at 
OPi price (it is to be noted that the supply price for OQ\ quantity is OP{). 

We are now having a very interesting situation. The monopolist likes to sell 
OQ quantity but the monopsonist is willing to buy only OQ x quantity. At the 
same time, the monopolist is interested in selling at OP price but the monopsonist 
is willing to ofTer only OP x price. There is, therefore, an indeterminateness in price 
fixation in bilateral monopoly and economic theory cannot give a positive answer 
to the problem. In practice, the price may be determined between OP and OP x 
and the quantity sold and bought may be between OQ and OQ\. 
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THE REPRESENTATIVE AND EQUILIBRIUM FIRMS 


1. REPRESENTATIVE FIRM 


T HE concept of the Representative Firm was first used by Marshall to explain 

nrrvr^cc rtf valiiatinn rtf rnmmnHili^c nnH^r th<* law of increa- 


A the process of valuation of commodities produced under the law of increa¬ 
sing returns under static conditions. Value is determined in the long period 
through the equilibrium of marginal cost of production and marginal utility of 
the commodity. But since under increasing returns marginal cost is constantly 
falling with expanding output, price must be higher than marginal cost. Price 
in such a case must be equal to the average cost and not the marginal cost of the 
firm. However, the problem of value determination does not end here. Since 
in an industry there are many firms producing the commodity, each with a 
different degree of efficiency and hence with different average cost of production, 
the question is: which particular firm's average cost should be taken to serve as 
the basis of value determination? It will be neither the average cost of the 
best or most efficient firm nor that of the worst or least efficient firm that will 
serve the purpose. 

To solve this difficulty, Marshall evolved the notion of the representative firm. 
He defines the representative firm as one “which has had a fairly long life, and 
fair success, which is managed with normal ability and which has normal access 
to the economies external and internal, which belong to that aggregate volume 
of production; account being taken of the class of goods produced the condi¬ 
tions of marketing them and the economic environment generally. The 
concept is further hedged by the assumption that the size of the representative 
firms does not alter, for Marshall assumes that al.hough “the firms rise and fall 
but the representative firm remains always of about the same size as does the 
representative tree of a virgin forest.”* Value in the long run will be determined 
by the average cost of production of this particular firm. Since Marshall s 
approach to economics was biological-as he himself says in the Preface to his 
Principles ‘the mecca of economists lies in economic biology rather than in 
economic dynamics'-he compares the representative firm showing no tendency 
either to expand or to contract with that forest-tree which is neither growing up 


nor dropping down. . _ . 

Marshall believes such a firm to exist in the real economic world. This hrm 


•Alfred Marshall. Principley of Economics, p. 265. 
'Op cit . p. 305. 
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enjoys its average share of economies, both internal and external. It moves 
with the movements of the industry as a whole i.e. t it is not likely to have a 
tendency to expand when the industry as a whole is tending to contract and vice 
versa. One is most likely to find such an average firm to be existing in the 
industry in real life. Marshall says : “A representative firm is in a sense an 
average firm. But there are many ways in which the term ‘average’ might 
be interpreted in connection with a business. And a representative firm is 
that particular sort of average firm at which we need to look in order to see 
how far the economies, internal and external of production on a large scale 
have extended generally in the industry in question. We cannot see this by 
looking at one or two firms taken at random, but we can see it fairly well by 
selecting after a broad survey, a firm, whether in private or joint stock manage¬ 
ment (or better still, more than one), that represents, to the best of our judge¬ 
ment, this particular average.” 3 


Criticism 


The concept of representative firm has been severely criticised by many 
economists, including D.H. Robertson and Lionel Robbins. Treating it as an 
unsubstantial notion, Robbins argues that even Marshall made little or no use 
of the notion and that the notion is an after-thought as it does not appear in 
the first edition of Marshall's Principles. Even the cleverest statement given 
by Marshall of his representative firm does not make it clear whether Marshall 
means by it a representative plant or a technical production unit or a representa¬ 
tive business unit. Robbins is so much critical of the notion of representative 
firm that he summarily discards it by saying, “There is no more need for us 
to assume a representative firm or a representative producer, than there is for 
us to assume a representative piece of land, a representative machine or a 
representative worker. The conception of the representative firm is illusory, 
unnecessary and superfluous. There is no problem in the whole range of the 
theory which cannot be treated more satisfactorily without it. It is not only 
unnecessary, but misleading.” 4 

Nicholas Kaldor criticises Marshall's representative firm and denies the 
practical utility of the concept when he remarks that Marshall’s “representative 
firm is a tool of mind rather than an analysis of the concrete.” 6 Similarly, 
Robertson does not seem to attach any important significance to the idea of the 

representative firm because he writes : “In my opinion it is not necessary.to 

regard it as anything other than a small-scale replica of the supply curve of the 
industry as a whole." 4 

According to critics, the notion of the industry does not make sense in 
imperfect competition which pervades the real world. They argue that Marshall 
uses the concept of the representative firm to explain the determination of price 
when increasing returns operate in an industry. This required a thorough 


•A. Marshall, op clt., p. 265. 
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understanding regarding the meaning of the supply curve for an industry. Since 
under static equilibrium there is no scope for either internal or external econo¬ 
mies the concept of the representative firm is needless both in the theory of value 
as well as of distribution. 

Rehabilitation of the Concept of Representative Firm 

Notwithstanding the various criticisms that have been levelled against the 
concept, there has. of late, been manifest a tendency towards the rehabilitation 
of the concept of representative firm by repairing the damage that has been done 
to it through the criticisms showered upon it from various quarters. As against 
those who criticise the concept of representative firm, there are economists who 
consider such a firm to exist in the real economic world. In other words, they 
firmly hold that Marshallian representntive firm is not a tool of the mind, but is 
an analysis of the concrete. They assign it an important place in dynamic 
economics. 

Marshall's statements about his “representative firm** show that he conceived 
it as an “equilibrium firm”. However, it is not merely that much but even 
something more. It is a firm of. in some sense, average size-Marshall pictures 
it as a “typical'' firm, built on a scale to which actual firms tend to approximate; 
for some purposes he suggests that it might be well to picture to ourselves 
several different typical firms, one, for example, in the company form, another, 
probably smaller, in the private business form. That this conception is appro¬ 
priate to actual conditions is shown by the studies of the size of a number of 
actual businesses carried out in 1914 by Sydney Chapman and Ashton. They 
conclude: “Generally speaking, there would seem to exist in industries, or 
branches of industries, of adequate size, under given sets of conditions a typical 

or representative magnitude to which businesses tend to grow.As there is 

a normal size and form for man, so but less markedly, arc there normal sizes 
and forms for businesses." 7 The view expressed by Chapman and Ashton 
regarding the appropriateness of representative firm in industrial and business 
world has been confirmed by Taussig from his experiences of the working of the 
Price Fixing Committee in the U.S A., during the First World War. 

Professor J.K. Mehta has defended the concept of the representative firm. He 
shows how. apart from its utility for the practical business world, the concept of 
representative firm is a positive contribution to economic theory. According to 
Mehta, a representative firm is a firm “that shows the tendency to expand or 
contract with industry in the same manner."'' He criticises those who argue that 
the concept of the representative firm has no utility since, in perfect competition 
every firm being similar, there is no need for such a concept while in the case of 
imperfect competition where every firm may have a different price, it is mean¬ 
ingless to speak of the representative firm as determining industry price for the 
simple reason that the industry price does not exist. In Mehta's opinion, to 
show the practical utility of the representative firm, one has to realise that in 
imperfect competition all the firms need not necessarily have different prices. It 

r Quoted from A.C. Pigou, The Economics of Welfare, Appendix III, p. 790. 

JJK. Mehia. Studies in Advanced Economic Theory, (3rd Edition) p. 181. 
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is quite possible to envisage situations in which competition may be imperfect 
in the sense that the average costs of all the firms are unequal to price and yet 
perfect in the sense that all the firms by force of circumstances sell ihe.r products 
at one single price. Thus, in Chamberlin’s terminology, competition may be 
imperfect and yet pure. “Purity of competition caused by the non-attachment of 
buyers to sellers guarantees that all the firms will have to charge the same price. In 
pure but imperfect competition then, all the firms are not alike and yet have to 
charge the same price. In such a case, the unhkeness of firms makes the concept 
of the representative firm necessary for theoretical purposes and the ex.stcnce of 

one and the same price makes it useful.*'* 

The concept of the representative firm has utility in the study of cases in the 
situation in which there arc a number of firms selling identical products, charac¬ 
terised by indifference of buyers towards sellers, in an imperfect market. It 
may be admitted, of course, that to the extent the conditions in the real world 
do not conform to such a pattern, the practical utility of the concept of the 
representative firm is restricted. However, notwithstanding this limited useful¬ 
ness in practice, the concept has immense value as a tool of analysis because 
in helping us ‘ to understand what would happen when goods are not identical, 
it is helpful to know what would happen if goods were identical.” 10 

To those who firmly believe in the non-existence of representative firm, 
Mehta’s reply is that nowhere do all the things talked about actually exist in the 
objective world, and even then their study helps us in understanding the things 
of the objective world and same is the case with the representative firm even if 
its non-existence in the objective world is admitted. For instance, “the straight 
line or the circle of the geometry does not exist in the material world” and yet 
“they constitute the norms of study. The world of matter is understood by us 
through the process of its comparision with the world of thought—subjective 
world.”" Through the proper understanding of the subjective world comes the 
proper understanding of the real world. Thus, the concept of the representative 
firm is useful even when it exists only in the subjective world, in the understand¬ 
ing of the real world. 

It is also argued that the concept of the representative firm can be of some 
use only in cases in which the concept of ‘industry’ is relevant. Since in pure 
theory of value group and the industry arc useless concepts, the concept of the 
representative firm is of no use either in the theory of value or in that of distri¬ 
bution. However, here it is worth observing the views of J.N. Wolfe who 
defends the concept of the industry. He says: “What is important is that how¬ 
soever price may change when demand changes, it will still be indcntical for all 
competitors. We have here a group of firms to which it appears natural to attach 
the name ‘industry*. And this industry avoids all the pitfalls which beset Mrs. 
Robinson’s attempt to draw up a supply curve under imperfect competition.*' 12 

The discussion brings home the fact of the practical utility of the concept of 

•Ibid., p. 185. 

l *!bid. t p. 184. 

"Ibid., p. 185. 

**J.N. Wolfe. ‘The Representative Firm*. Economic Journal, June, 1954. 
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the representative firm. That it has an important place in dynamics is also 
proved beyond doubt. 


2. EQUILIBRIUM FIRM 


We shall discuss briefly “the equilibrium firm” of Pigou, who considered it an 
improvement over the representative firm of Marshall. In the multiple-firm 
industry it is possible for the industry as a whole to be in equilibrium, in the 
sense of the output as a whole remaining constant, without individual firms be¬ 
ing in equilibrium. In such a case, the direct study of each firm will be 
extremely difficult. Pigou sees the way out of this difficulty through the device 
of equilibrium firm. 

According to Pigou, the equilibrium firm “implies that there can exist some 
one firm, which whenever the industry as a whole is in equilibrium in the sense 
that it is producing a regular output Y in response to a normal supply price P , 
will itself individually be in equilibrium with a regular output A'.’’ 13 The idea 
of this equilibrium firm can be better understood by means of an imaginary 
example. Take for instance sugar—a multiple firm industry in which there are 
say, for argument’s sake, six units—mills— A,B,C,D,E and F. The total sugar 
production of the industry is say, 2,000 tons in 1967. It is also the same in 
1968. This shows that the industry is in equilibrium in 1967 and 1968, in the 
sense that its output has remained constant during this period. So far as the 
individual units, however, are concerned their output need not necessarily remain 
constant. All the individual units may expand and contract in such a fashion 
that the final outcome of expansion and contraction cancles themselves out 
leaving the aggregate total production of sugar unaffected. Among these cons¬ 
tantly oscillating output firms, Pigou believes some one firm to exist which be¬ 
haves in a manner similar to industry, a firm whose production may also remain 
constant in 1967 and 1968 like that of the whole industry. The table indicates 
this position. 


Sugar Industry 


Name of Firms 

Product ion 
of 1967 (tons) 

Production of 
1968 (tons) 


A 

100 

150 


B 

250 

300 


c 

700 

625 


D 

275 

275 


E 

175 

225 


F 

500 

425 

- 

Total production 

2.000 

2.000 



A cursory glance at the above table brings home the facts that (0 the industry 
is in equibbrium in 1967 and 1968 in the sense that the total products of 


»>A.C. Pigou. The Economics of Welfare, Appendix III, p. 790. 
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suear during both years remains the same; and (H) the outpu of all the firms 
except that of firm D is oscillating. Thus, firm D is the equilibrium firm m 
Pigou-s terminology. Pigou speaks of this equ.hbr.um firm as actually 

“'•Them are no external economies or diseconomies enjoyed by the equilibrium 
firm and even whatever internal economies there m.ght be. they are entirely un¬ 
affected by scale of the industry as a whole. The supply price of the mdustty 
corresponds to the supply price of the equilibrium firm which is again equal to 
its marginal cost. Thus, the supply price of the industry must be equal to he 
equilibrium firm’s marginal cost for. if it (supply price) were less than the 
marginal cost of the equilibrium firm, loss would occur and it would be ousted. 
On the contrary, if the supply price of the industry were higher lhan equilibrium 
firm's marginal cost, profit accrues to it and it would consequently cease to be 
an equilibrium firm. Thus, the supply price of the industry must be equal 
to the marginal cost of the equilibrium firm. In certain sense, it is a marginal 
firm. 

But this is not all. The supply price of the industry should also be equal to 
the average cost of the equilibrium 6rra, for if it were less than its average cost, 
loss would occur and the firm would contract resulting in the disturbance of 
industry's equilibrium. On the contrary, if the supply price of the industry 
were higher than the average cost of the equilibrium firm, profits would result, 
more firms, consequently, would be tempted to enter the industry and conse¬ 
quently, the equilibrium firm would be removed from its position. "Expressed 
in words, this condition and the preceding condition together slate that the 
normal supply price of the product of a many firms industry is in respect of all 
quantities of output, equal both to the marginal cost and to the average cost of 
the equilibrium firm; cost being understood, of course, in the sense of money 
cost. These two conditions are fundamental and of general application.” 14 
Such in brief is the concept of Pigou’s equilibrium firm. 


Criticism 

The objection against the imaginary equilibrium firm of Pigou as pointed out 
by Joan Robinson is that, if the actual firms are not in equilibrium (and this 
is very like) their costs will bear no relationship to the cost of the imaginary 
firm. Pigou himself accepts this possibility of the actual firms not being in 
equilibrium when he remarks that "even when the conditions of demand are 
constant and output of an industry as a whole is correspondingly constant, the 
output of many individual firms will not be constant. The industry as a 
whole will be in a state of equilibrium; the tendency to expand or contract on 
the part of the individual firms will cancel out, but it is certain that many 
individual firms will not themselves be in equilibrium and possibly that none 
will be. ,,,ft 

The concept of equilibrium firm is also open to another objection. The 
assumption that internal economies are entirely unaffected by the scale of the 


u lbi.d, 794. 

Appendix HI. 
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industry as a whole, is not valid. The fact is that the former are affected by 
the latter. 

According J.K. Mehta, Pigou’s equilibrium firm is not in any way an improve¬ 
ment over Marshall’s representative firm. 16 According to him, the two are 
alike in so far as they both represent condition of the industry as a whole. 
Where the industry is in equilibrium, price equals the marginal as well as the 
average cost of the equilibrium and the representative firm. Pigou’s equilibrium 
firm is not an improvement over Marshall’s representative firm; on the other 
hand, the latter can be said to be an improvement over the former in so far as 
there is a representative firm in every case, /. t\, whether the industry is in 
equilibrium or not, while the equilibrium firm exists only when the industry is 
in equilibrium. 
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INTERDEPENDENT PRICES 


'T'HE prices of products are rarely determined in isolation, but are in fact 
* influenced by the prices of other related commodities. Goods may be 
substitutes or complementary. Substitute goods have rival demand and rival 
supply—‘rival’ indicates substitution. Complementary goods have joint 
demand and joint supply—‘joint’ indicates complementary relations. Again, 
the price of a commodity in a given market is generally dependent on its price in 
other markets. For instance, the price of wheat in Delhi will be influenced by 
the ruling prices of wheat in Hapur, Ludhiana and other neighbouring markets. 
Finally, the price of wheat in Delhi today is in part determined by future prices 
of wheat which arc anticipated now. Thus, prices are inter-dependent on other 
commodities, on the prices prevailing in the markets and so on. We shall take 
up the different kinds of inter-dependent prices, one by one. 


1. PRICES OF GOODS UNDER RIVAL SUPPLY 


Rival supply is said to exist when two or more products may compete to satisfy 
a particular want. For instance, oil and vanaspati are used as cooking medium. 
In this case substitution of one for the other establishes a price-link between 
them. We can illustrate this relationship with Fig. 28.1. 


Rise in 



Rival Supply 


Coconut Oi 



Fig. 28.1 


Fig. 28-] (A) illustrates ihe market for vanaspati and Fig. 28.1(B) illustrates 
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the market for coconut oil. The equilibrium prices are indicated by OP in both 
cases. Suppose that the equilibrium is upset by a strike in the vanaspati industry. 
This will naturally shift the supply schedule of vanaspati to the left and accord¬ 
ingly will raise its price to OP v . Coconut oil is now relatively cheaper although 
it is sold at the old price. Accordingly there is greater demand for coconut oil. 
This increse in the demand for coconut oil, prompted by a rise in vanaspati 
prices is shown by a higher demand curve D'D' for coconut oil. 1 The price of 
coconut oil rises. 

The rise in coconut oil prices can be expected to exert some pressure on the 
demand schedule for vanaspati and. therefore, on vanaspati prices. The change 
in vanaspati prices will, in turn, affect the demand curve for coconut oil and 
therefore, the coconut oil prices. Thus there are reciprocating influences on 
the two goods. After a series of adjustment, we reach the final equilibrium 
position as given in Fig. 28.1. The higher demand for coconut oil has raised 
the price and also the quantity of coconut oil sold. The volume of vanaspati 
sales has fallen from OQ to ON. Coconut oil has been substituting vanaspati 
even though the prices of both the products have risen. It is, therefore, clear 
that the prices of goods in rival supply tend to move in the same direction. 


2. PRICING OF GOODS UNDER RIVAL DEMAND 

Two or more uses for a product will constitute rival demand. A good example 
is steel which is demanded by railways as well as in house construction. In this 

Rival Demand For Steel 



Fig. 28.2 


case, the possibility of substituting one demand for another establishes a price 
link. Figure 28.2(A) and 28.2(B) illustrate rival demand. The ioitial equilibrium 

JDemand and supply schedules arc constructed on the assumption of other things being 
equal and so when the prices of other goods change, the schedules will have to be redrawn. 
In our example, the demand schedule for coconut oil shifts to the right because consumers 
will like to substitute coconut oil for vanaspati. This increase in demand is not due to the 
fall in price but change in the assumptions. 
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price is OP in both the cases. It is a well-known fact that, in recent years, 
economic planning in India has been responsible for a steep rise in the income 
of upper middle classes. Accordingly, the demand for house construction has 
increased considerably; the demand schedule for steel in house construction has 
shifted to the right and, therefore, the price of steel has risen to OP\. The 
increased demand for steel in house construction naturally reduces the supply of 
v steel for the railways. The supply curve of steel for railways is now shifted to 
the left as shown by S'S'. Eventually, the reduced supply of steel in railways 
will raise its price for the railway industry to OP x . The conclusion is that the 
prices of goods in rival demand tend to move in the same direction. 

3. PRICING OF GOODS UNDER JOINT SUPPLY OR JOINT COSTS 


Conditions of joint supply exist when two or more goods are produced to¬ 
gether by the same process or act. Meat and hide, wheat and straw, petrol and 
asphalt etc., are good examples of joint supply. 

Fig. 28.3 illustrates the determination of price of meat and skins which are in 
joint supply. The initial equilibrium price is indicated by the equality of 

Joint Supply 


* 


Meat Y Skins 



Fig. 28.3 


demand and supply and it is OP in both cases. Suppose the demand for meat 
increases as shown by D'D' because of either increase in income in the 
country or because of a change in people’s food habits from vegetarianism to 
non-vegetarianism. The demand curve for meat shifts upward to the right and 
the price of meat in Fig. 28.3(A) rises to OP x . The owners of sheep and goats 
will naturally be induced to produce more meat. But it is not possible to increase 
meat without increasing the supply of skins also. The increased demand for 
meat is, therefore, linked with the increased supply of skins. Accordingly, the 
supply schedule of skins shifts to the right (S'S' in Fig. 28'3 (B), and, therefore, 
the price of skin declines. It is, thus, clear that the prices of joint supply goods 
tend to move in the opposite direction whenever there is a change in the demand 
tor one of the products in question. 
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We have explained interdependence of joint products, but we have assumed 
that the supply curves for the two products can be found out. This is not so. 
As two or more products are produced together, their costs are joint costs and 
their supply is joint supply and the products are joint products. The real ques¬ 
tion is : Can joint costs be separated, so that the cost of production for each of 
the joint products can be calculated? 

Joint costs include all the costs of making joint supply products. The costs 
of buying and feeding and rearing sheep constitute joint costs of producing 
meat and skins or meat and wool. Similarly, buying, feeding and milking cows 
arc joint costs of producing cream and separated milk. It may be mentioned 
that joint costs are not overhead costs, for while joint costs may vary considera¬ 
bly as output is changed, overhead costs are constant despite considerable varia¬ 
tion in volume in business. But the general or overhead costs of production of 
a business—such as buildings, plant, etc.—will form part of the total joint 
costs. 

Joint costs cannot be broken down into special costs for goods that arc strict¬ 
ly in joint supply and produced in lixed proportions. It is next to impossible 
to discover the real costs of supplying meat as distinct from that ot producing 
skins, or of supplying cream from separated milk. However, some enthusiastic 
cost accountants do attempt to allocate joint costs between the joint products 
and have evolved some complicated methods for this purpose. Professor 
Marshall referred to the possibility of finding out the marginal costs of producing 
wool and meat by changing the breed of sheep. 

In almost all cases, joint products are produced in fixed proportions, which 
arc fixed technically, as for instance meat and skins, or cotton seed and cotton 
fibre, and so on. It is impossible to separate the two products and every time, 
the supply of one is increased, the supply of the other will automatically be 
increased, in a given proportion. If the proportion of meal and skin is 2 : 1, 
every time we add 2 units of meat to the supply of meat, we shall be adding 1 
unit of skin also to the supply of skin (whether the additional unit of skin is 

wanted or not). .... . a 

Let us briefly discuss the supply and demand for joint products. As two 
products arc jointly produced and as the costs of production is joint, we need 
not make an attempt to have separate costs of production for the two products. 
The marginal joint costs of production may be assumed to rise, with the produc¬ 
tion of additional units. In terms of a diagram, the supply curve of the joint 
products can be represented by an upward sloping curve. 

The products may be produced jointly and the cost of production for each 
product may not be separated. But the important point is that the two pro¬ 
ducts arc not demanded jointly. In fact, there may not be any relationship 
between the demand for the joint products. For instance, the demand for meat 
comes from the meat eating consumers of a country, but the demand for skin 
comes from the tanning factories which process skins into leather. Similarly, 
the demand for cotton seed comes from the farmers as fodder for their cattle 
and the oil mills which produce cotton seed oil. On the other hand, the 
demand for cotton fibre comes from the cotton textile mills which produce 
yarn liom cotton fibre. It is thus dear that the costs and. therefore, supply are 
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joint but the demand is not joint. For the sake of analysis and toshowhow 
the prices of the two products are linked together, we can combine the separate 
demands into one composite demand. This is illustrated in Fig. 28.4. 

In Fig. 28 4. the AT-axis represents the quantity of composite units (1 compo¬ 
site unit = 2 units of meat + 1 unit of skin) and the F-axis represents the 
price of composite units. In this figure, Ds is the demand curve for skins Dm 
is the demand curve for meat and Dms is the demand curve for meat and skins 
taken together. It may be observed that the quantity ON is demanded at 
Arc price and this is composed of NA (the price of one unit of skin) and NB 
(the price of 2 units of meat). Similarly, OQ quantity of the composite units 
is demanded at the price of QG which is composed of QE and QF. 


q [nc=na~nb] 


[QG-QE + QF] 
G 


'jy 


{ N 


0 

Quantity 
Fig. 28.4 


Q Q, 

Quantity of Composite Units 
Fig. 28.5 


By combining the demand and supply curves for the composite units of joint 
products we can find out equilibrium price in the market. This is illustrated in 
Fig. 28.5. It may be noted that the supply curve for the joint products is given 
by SS curve and the demand curve for the composite units is given by the down¬ 
ward sloping Dms. The price of the composite unit is QP and the quantity 
demanded and supplied is OQ. The price of meat is PN X and the price of skin 
is N X Q. Now, suppose the demand for meat goes up as a result of an increase 
in the number of consumers, change in their food habits, etc. Increase in 
demand for meat pushes up the demand for the composite unit and it is shown 
by a new demand curve in dotted lines, vfc., D ms. The new equilibrium price 
and quantity are Q X P X and OQ x respectively. It may be noted that the price of 
meat has now gone up to PiN , which is higher than PN X . But it is interesting 
to observe that the price of skin has come down (NQ X <N X Q) because the supply 
of skins has increased due to the slaughter of more animals for meat purposes 
f and because the increased supply of skins can be disposed of only through a 
reduction of price of skins. On the other hand, if there is a fall in the demand 
for meat, the supply of meat will come down, bringing down the supply of skins 
also. Given the usual demand for skins, the price of skins will go up. It is, 
thus, clear that in the case of joint supply, the prices of the two products will 
move in the opposite direction, a conclusion illustrated also by Fig. 28.3 (A) 
and (B). 
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4. PRICING OF GOODS UNDER JOINT DEMAND 

When two or more goods are used together to satisfy a given want they are said 
to be jointly demanded. There is a joint demand for petrol, lyres, lubricating 
oil, spark plugs etc.; such a joint demand comes from car owners. The demand 
for tea, sugar and milk is a joint demand because all these three items are 
demanded together. The demand for a commodity that is necessarily in joint 
demand depends upon the rate at which its associated products are demanded. 
This is illustrated with the help of Fig. 28.6 (A) and (B). 

In Fig. 2H.6. we have illustrated bread in Fig. 28.6(A) and butter in Fig. 28.6 
(B). These two items are jointly demanded by most middle class Indian families. 
Suppose the supply schedule for bread shifts to the right as a result of the 


Joint Demand 



Fig. 28.6 


introduction of a new technology which reduces the cost of production The 

price of bread therefore, comes down from OP to OP There will be a natural 
increase in the consumption of bread and consequently an merease m he 
demand for butter too. The demand for butter is pushed up and, therefore, the 
price of butter rises. 1. will be clear that the pr.ces of goods tn JO.n demand 
tend to move in opposite directions, when there ts a change in the supply of one 

0f Wha't 0 h n appe d ns when there is a change in the demand for one of the^commo¬ 
dities which are jointly demanded? Let us suppose that the demand for bread 
has gone up as a result of the majority of people givmg up their traditional 
breakfast of Paris or Dosas and taking up western breakfast of bread and 
Sr The hotter demand for bread is shown by D D' in Fig. 28.7(A) Higher 
demand for bread will lead to a higher demand for butter also-re.u t.ng m 
higher price for both. It is, thus, clear that the prices of goods in J°‘ mde ™ Dd 
will move in the same direction, when there is a change in the demand for one 

of the commodities. 
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So far we have explained price determination und«*conditio 
and rival demand and joint supply and jo.nt demand. We shall now up 



interdependent prices taking different markets in different places or in different 
times. 

5. PRICE DETERMINATION UNDER SPATIAL INTERDEPENDENCE 

As mentioned earlier, the price of a product, say, wheat will be influenced by 

* contemporary prices of wheat in other markets within the country and some¬ 
times of international markets. The different sub-markets for a product are 
not independent of each other because goods move from one market to another, 
especially when differences in prices are sufficiently wide. It is possible to argue 
that the markets are unrelated merely because the prices are unequal in the 
different markets. This, however, is not correct, for markets arc independent 
only if there is no movement of goods from one market to another and if the 
different prices fail to rise and fall together. 

Let us take two markets for wheat, the Punjab and U. P. markets. The Punjab 
market is one in which there is abundance of wheat as a result of large crops in 
the Punjab. The U. P. market, on the other hand, is one in which the demand 
for wheat is much higher and the supply curve is also much steeper because of 
higher cost of production. These two markets are illustrated in Fig. 28.8. For 
the sake of easy analysis the U. P. market for wheat is given on the right and 
the Punjab market is given on the left, and the T-axis is common for both. The 
demand and supply curves for the Punjab market are reversed. Suppose the 
two markets are absolutely independent and there is no movement of wheat 
from one market to another and accordingly, there is no influence on the price 

* of wheat in the two markets. In other words, each market is independent and 
the price of wheat in each market will reflect the demand and supply conditions 
in that market only. It may be observed that the price of wheat in the U. P. 
market will be Rs. 70 ( OP u ) and the price in the Punjab market will be Rs. 50 
(OP p ). The two prices are unrelated to each other and are determined indepen¬ 
dently and hence they may be known as independent or isolation prices. 
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Suppose, we assume that the two markets constitute actually one single 
market and that there is no cost of transportation of wheat from the entire 
market, which will be the result of the equality of total demand (D u ~-D,,) and 
total supply (Su-t-S,,). At the equilibrium price of OPe the total demand will 


Y 



be equal to total supply, in other words, EF amount of wheat is moving from 
the Punjab market to the U. P. market (EF=GH). It is. thus, clear that in the * 
event of one single market, without the existence of cost of transportation there 
will be one common price applicable for the entire market. 

In the above two paragraphs, we have actually given two extremes. It is not 
correct to say that (a) Punjab and U. P. markets are completely isolated and 
independent and (/>) they constitute one market. Really speaking, the two 
markets are inter-related. They are not one, but they are not completely inde¬ 
pendent either. There arc transportation charges involved in the movement of 
wheat from the Punjab to U. P. and, therefore, the price of wheat will not be 
the same in the two markets but will dilfer by the amount of the transportation 
charges. For instance, the high price of wheat in U. P. market will attract the 
movement of wheat from the low-priced Punjab market but the movement will 
stop when the difference between the prices is equal to the freight charges. In 
Fig. 28.8 the two independent or isolation prices are Rs. 70 per quintal and Rs. 

50 per quintal in U. P. and Punjab markets respectively. Let us assume that 
the cost of transportation is Rs. 10 per quintal. Wheat will be transported 
from the Punjab to U. P. and this will ha\e double effect, viz., raising the price 
in Punjab and lowering it in the U. P. market. The tendency of price adjust¬ 
ment will continue till the difference in prices is equal to the freight cost of Rs. « 
10 per quintal. In Fig. 28.8 the price in the U. P. market has come down from 
Rs. 70 to Rs. 64 but the price in the Puojab market has risen from Rs. 50 to 
Rs. 54. Punjab “exports’* JK worth of wheat and U. P. “imports” LM amount 
of wheat (but JK=LM). 

It may be mentioned here that most of the agricultural commodities which 
are sold in different parts of a country are spatially related and their price inter- 
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dependent. The priee of eot.on in Bombay w.ll influence the price of cotton n 
other parts of the country. Often, the price of agriculturalI raw materials in 
one country are influenced by prices in other countries. Nationally and inter- 
nationally traded commodities will tend to have uniform prices, differences 
between them being equal to cost of transportation. 


6. PRICE DETERMINATION UNDER TEMPORAL INTERDEPENDENCE 

A commodity may have different markets at different times, because of the 
existence of differences in supply conditions in different periods. This is specially 
the case of most agricultural commodities which are produced seasonally. 
During the harvest season, the commodity is supplied in abundance but during 
the off-season there is a shortage of the product and consequently the price 
shoots up. However, there are professional speculators who buy when the price 
is low and sell when the price is high and who thus help to moderate the price 
fluctuations between different seasons or periods. This is illustrated in Fig. 
28.9 (A) and Fig. 28.9 (B). The ordinary demand for cotton coming from cotton 
mills will be more or less the same from one season to another but the supply 
of cotton coming from the farmers is heavy during the harvest season and very 
little during the off-season. Fig. 28.9 (A) illustrates the market for cotton during 



Fig. 28.9 

the harvest season. DD is the normal demand curve for cotton and SS is the 
supply curve for cotton during the harvest season. During the harvest season 
the price of cotton will be OP but during the off-season the price of cotton will 
be quite high at OP a [Fig. 28.9 (B)J. This will be the position in the absence of 
speculators in the cotton market or cotton exchange. Actually, the speculators 
buy cotton in the harvest season and, therefore, help to have a higher demand 
for cotton. The demand curve D,D, consists of the normal demand curve DD 
and the speculators’ demand for cotton for purposes of hoarding. As a result 
of this higher demand the price of cotton during the harvest season is pushed 
up to OPi. It is interesting to observe that at the price of OP, the quantity 
demanded by the normal consumers will be equal to ON but the total quantity 
demanded is OQ v Therefore, NQ i is the quantity bought by the speculators 
during the harvest season to be kept for hoarding purposes. 
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During the off-season the demand for cotton is of the normal type coming 
from the cotton mills which want raw cotton for spinning into yarn. The normal 
supply is SS and the resultant price is OP*. To take advantage of this higher 
price, the speculators unhoard their stocks. Accordingly, there is a new supply 
curve for cotton shown as S,S,. The new price of cotton is OP 3 and the new 
quantity demanded and supplied is OR. At this price the normal supply would 
have been OM but the actual supply (with the additional stocks supplied by the 
speculators) is OR. The amount of dishoarding by the speculators is given by 
MR which is the amount bought and hoarded by the speculators during the 
harvest season. 

It is thus clear that the price of cotton in one period will be affected by the 
price of cotton expected in another period. Such inter-temporal inter-dependence 
of prices is possible in the case of many agricultural products which are subject 
to seasonal fluctuations. 


SELECT REFERENCES 

Alfred Marshall, Principles of Economics , Book V. Chap. 6. 
G. J. Stigler, The Theory of Price , Chap. 16. 

Stephen Enke, Intermediate Economic Theory. 

D. S. Watson, Price Theory and Its Uses. 


29 


SPECULATION 



THE term speculation is generally associated with commodity and stock 
markets or exchanges Speculation in commodities consists of attempts by 
individuals to make money by buying and selling commodities whose prices arc 
uncertain; if their judgement of fouturc price movements is correct, they will 
earn profits, otherwise, losses. The essence of speculation is. therefore, to look 
into the future. Besides, the market for a commodity must be highly unpredicta¬ 
ble as far as demand and supply conditions and consequently prices are concern¬ 
ed. Speculation arises only because of fluctuations in prices in the future 
Another important characteristic of speculation in big-organized commodity and 
stock exchanges or markets all over the world is that there may not be actual 
movement of goods between the buyers and sellers. For instance, suppose 
La a Man, Ram buys from Seth Govinddas 1.000 bales of cotton at Rs. 100 per 
bale on the condition that he will take delivery of the goods at the end of 2 
months. Suppose at the end of the period the price of a bale of cotton has 

RTlOnPrh i f 10 ' q U 'V Mani Ram ' thc bu y cr - take the difference or 
Rs. 10 per bale from Seth Govmddas. In other words, the commodity will not 
actually move from the seller to the buyer- Lala Mani R.m -n • u 

R S J l0 *°°° and Sclb Govinddas will lose by the same amount of money * 

nr?. 'zz 

aggressive speculators is to remove commpetition and thus conL^hTm' W°, 
to secure a high price and a high margin of profit The nmH ?■ H * 
speculator, on the other hand, does not consider himself to have an' ° r n S ' mple 
on the market price but he believes that the price is coin- tn r “ ny ' n ,? uence 
independently of his own actions; he buys or sells 8 jn / ' fa11 qul,e 

profit. The productive speculator may Z engaged in IT""* ‘° *** * 
commodity over a period of time or between different places ? “h'* 3 

In this sense, all businessmen and traders ar«* cim„i fl . 
therefore, includes speculation This type of simple P an d PCCU alors ~~ produclion > 

of Lemer is spoken of as mercantile speculation by TaussiOa T SpeCU,alIOn 
speculation by Marshall. y Taussig and constructive 
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Advantages of Speculation 

Legitimate or mercantile speculation confers immense benefits on society in 
modern times. It has led to the improvement of production and economic 
development of the countries in general. Speculation tends to minimise and 
smooth out fluctuations in the prices and consumption of goods and also stabi¬ 
lise prices between different markets for the same commodity. By exercising 
stabilising influence upoo prices it has reduced the uncertainties resulting 
from such changes to the producers and to that extent has enabled them to ^ 
devote their energies whole-heartedly to the production of goods. We may 
now describe the various advantages of legitimate speculation to a modern 
society. 

In the first place,, mercantile speculation establishes equilibrium between 
supply and demand. ‘It tends to make daily market prices conform to the 
seasonal market price, and to make the seasonal market price such that the 
whole seasonal supply is disposed off. The professional speculators buy when 
others sell at prices lower than the facts of the market warrant; they sell when 
others buy at prices higher than the facts warrant. To the extent the market 
dealings are confined to buying and selling between the shrewd and experienced 
dealers with knowledge of the market trends, the more likely is it that the 
seasonal price will be quickly and smoothly reached, and the less will be the 
fluctuations in price. Notwithstanding the fact that there will always be 
differences of judgement even between the most expert dealers and consequently, 
some ups and downs in prices causing unexpected gains and losses resulting 
from the inevitable uncertainties with regard to the amount of forthcoming*' 
supplies and the conditions of consumption and demand, the overall effect 
of the speculative activities conducted by such persons is to lessen the degree 
of fluctuations and thereby to promote the smooth course of exchange and 
consumption. 

Price fluctuations between the present and some future period through the 
planned activities of shrewd dealers are reduced in this manner. Suppose, the 
speculators anticipate the prices of a commodity to rise in the future. On the 
basis of this anticipation they will begin to buy the commodity; consequently 
demand will increase and prices will go up. Suppose, wheat is selling as 
Rs. 20 per quintal, but because of pressure of demand it is expected to Rs. 25 
per quintal. As a result of the purchases of wheat on the part of speculators, 
the present price of wheat moves up from Rs. 20 to Rs. 25 per quintal. Three 
months later when the price of wheat actually rises (we assume the anticipations 
of shrewd dealers come to be true) these dealers will unload their past 
purchases on the market. To the extent they do so, the supply of wheat in the 
market increases and prices come down. Thus, for instance, the price of wheat 
may rise to Rs. 25 per quintal; but because of the selling of wheat by the 
speculates the price will decrease to Rs. 23 per quintal. Thus, it is obvious * 
that as a result of the transactions of mercantile speculators the price fluctua¬ 
tion between the present and the future is confined to a smaller amount of 
Rs 3 per quintal (Rs. 23 per quintal minus Rs. 20 per quintal) whereas in 
the absence of speculative activities, this fluctuation would have been considera¬ 
te | arger —Rs. 5 per quintal (Rs. 25 per quintal minus Rs. 20 per quintal I 
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When on the contrary they expect that the price will fall in future, they begin 
to sell with a view to buying in future when price would be lower. The 
selling in present reduces the price while the purchase in future helps to raise 
it and thereby reduces the magnitude of fluctuation between the present and the 
future. We can illustrate this by means of the following diagram. 

In Fig. 29.1 the continuous line WXYZ indicates the magnitude of price 
^ fluctuations in the absence of speculation. The dotted line W x X\Y i Z l showing 
the reduction in the magnitude of fluctuations is the result of speculation in the 
market. As a result of the opera¬ 
tion of speculation, there is a ten¬ 
dency in the market for the price to 
stabilise (the distance between W 
and X is greater than between W x 
and X x ). 

The economic significance of the 
reduction in the fluctuations of 
prices for the different sectors of the 
economy is obvious. Stable prices 
arc the sine qua non of economic 
prosperity in a country, since fluctua¬ 
ting prices, and particularly if the 
fluctuations happen to be very wide, 

* economy. This lessening of fluctuations is advantageous both to the consumers 
and producers. The ultimate consumers benefit from speculation in that the early 
and exact adjustment of price brings about move even utilization of the available 
supply. If the production is less, some reduction in consumption is inevitable 
and it is better that this deficit is spread evenly through the season. The sooner 
and more exactly the higher price is reached, the more likely is this result. 

Secondly, the speculators render a praiseworthy service to the manufacturers 
by assuring them raw materials at fixed prices throughout the year. The dealer 
who deals in futures* virtually guarantees a certain price for the future and 
takes his chance if the guarantee will yield him profit. The advantage of the 
elimination of risk can easily be understood by means of an example. The 
miller, for example, may wish to close a contract for the sale of flour in the 
future. By securing the required wheat at a guaranteed prices he is freed from 
all the risk of ups and downs and give his undivided attention to his proper 
business of manufacturing flour. Even when he has not entered into any 
contract for the future sale of flour at a determined price but is simply manu¬ 
facturing continuously for the market, he can escape from the risk of fluctuations 
in the price of wheat through this same device. 

? Thirdly, Lerner has pointed out how mercantile speculation can bring about 
the optimum allocation of each factor. Every speculator “who buys cheap but 
sells dear" helps to improve the allocation of resources between different pro¬ 
ducts or between places or between different periods. In the absence of 
speculation, resources may not be distributed properly; goods that are valued 
more by society may not be produced while those which are valued less may be 
produced in abundance. Or it may be that some regions have abundance of a 



disrupt the entire basic structure of the 
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commodity and thus experience low price for that commodity while another 
region may experience an acute shortage of the same commodity and conse¬ 
quently, a higher price may prevail there. Now, the speculator enters the 
scene and helps to remedy the situation and brings about optimum distribution 
of economic resources and thus maximise economic welfare in the country. 
Lerner, therefore, says that simple speculation is always in the social interest. 
Lerner’s point can be illustrated with the help of a figure. 

In Fig. 29.2 there are two diagrams super-imposed over each other; one is 
with OY and 0 .Y-axis and the other is with OY' and 0Af'-axis. The second 


diagram is reversed so that the benefit curves may be comparable. We have 
assumed that there are OX (or O X ) units of a factor which may be put under 
two uses. In the first use, the marginal social benefit (that is, benefit to the 
community) is represented by curve MSBi which slopes downwards to indicate 
that when larger and larger units of the factor are utilized for this use, the bene¬ 
fit which people get, goes on diminishing. (This is only an extension of the 
principle of diminishing marginal utility to the community). In the second use, 
the marginal social benefit by using the factor is shown by curve MSB> (which 
is in fact reversed in the figure). I! the factor unit is applied in the first use 
only, the total benefit will be OABX. Similarly if the factor unit is applied-only 

for the second use, the total benefit 
, for the community is O A B X'. 


MSB, 


ISB 


Y r But it is better to apply the factor 

units in both the uses. The ques- 
fi! tion now is: Which is better 
allocation of the factor service as 
x between the two uses which will 
t maximise the benefit for the entire 
g * community? This is indicated by 
point J where the marginal social 
benefits from the two uses arc equal. 
Point J indicates that maximum 
0 p 0 O, O t ^^1 benefits will accrue when OQ« 

*' Quantify units of the factor arc allocated for 

the first use and the remaining QtX 
18 ‘ units on the second use ((?••*'= 0'(?•»). 

Let us assume that there is a wrong allocation of the factor between the 
two uses-say. OO units for the first use and OX units for the second use Then 
i .1 h^nflits are unequal and are measured in Fig. 29-2 by the 

heightsof'c and D. When OQ units are applied in the first use, the marginal 
neignts oi . . nr When 0'O units are applied in the second 

SOCi ^wS2 ise“ TSe benefi. from'the firs, is higher, 
use, the ma g ; mn rnner and transfer of the factor Irom the second to 

^fimwill lead'o a rise in social benefit. Suppose a speculator shifts CG, 
. v .« n ,i »o th rt first use: bv doing so, he brings about a better 

units rom \c sc ^ Jhc benefit to the community is the whole area 

led hv CDEF While benefiting the community, the speculator too gains. 

«-> •>» — — « EFGIlii.e.. EFxQQ,). If the 
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speculators are allowed to have full or complete movement of the factor unit 
from the second use to the first, the social benefit will go on increasing and the 
gain to the speculators will go on decreasing, till at the point J, there will be 

more possibility of any advantageous shifting of factor units and the bcneht to 

the community is maximum (CDJ). At this point the speculator s gam will be 
reduced to zero. Thus, it will be socially advantageous to encourage specula- 


tion till resources are ideally distributed. 

Lerncr goes to the extent of stating that even when speculators make a 
mistake and move the factor in the wrong direction, it may prove a benefit to 
the rest of the society. For instance, in our figure, suppose the speculator shifts 
PQ factor units from the first use to the second use. This is a wrong type of 
transfer, since factor units are being shifted from higher marginal social benefit 
to lower marginal social benefit. The social loss is measured by the area CDLK. 
But the loss to the speculator is not only this area but also the two small 
triangles above and below. (For in buying, he raises the prices against himself 
and while selling he brings down the price against himself.) The two triangles 
arc the gain to additional members of society when the speculator worsens the 
allocation of factor units between different units. It is Lerner's contention that 
but for the worsening of the allocation of resources and consequent loss of 
benefit to the community, the mistake of the speculator may prove a monetary 
benefit to the rest of the community. 


Disadvantages of Speculation 

Nothing is an unmixed blessing in the world. Mercantile speculation carried 
on by shrewd dealers brings about many benefits for the society, but when 
indulged in by amateurs, it is fraught with grave evils to the society. When, 
as a result of speculation, a commodity has become standardized, anybody and 
everybody can deal in it. Sound speculation is based on the assumption that 
those who deal in the commodity have some knowledge about the commodity— 
whether the commodity offered is good or bad in quality, worth more or less, 
etc. But in a commodity exchange where goods arc officially graded, possession 
of such knowledge is not considered necessary. The people only restrict their 
knowledge regarding the present and future prices. Under such a situation, 
anyone can indulge in buying, should he consider the present price low and in 
selling if he anticipates that the relatively low price will exist in future. Such 
buying and selling is done on a very large scale by large number of persons 
who do not possess cither the temperament or the knowledge of a shrewd 
dealer. Such persons virtually bet on the future price of the commodities and 
gamble about it in a manner similar to the gamble on cards or horse races. 
So long as the dealings on the exchanges do not transcend beyond the sound 
canon of speculation, all is well but no sooner mercantile speculation degenera¬ 
tes into gambling as a result of the dabbling of unprofessional and amateur 
persons who have neither the knowledge nor the interest in speculation as a career, 
an incalculable harm is done to the community’s larger interests. The activities 
of such amateurs are sheer waste and add nothing to the output of the society. 
Instead of lessening the fluctuations, the operation of the amateurs widen them. 

Lemer mentions three reasons as to why people are hostile to speculation. 
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In the first place, speculation may be done by untrained non-professional 
speculators and, therefore, may result in more harm than benefit to society. 
Secondly, the layman generally associates all speculation with aggressive and 
monopolistic speculation which is not in the interest of the consumers. Thirdly, 
speculation is held responsible for the economic ills and mal-distribution of 
resources. But, in fact, the speculator remedies the wrong allocation of resources 
and thus benefits the society, though for doing it he gets a remuneration in the 
form of profit. There is no sense in blaming speculators but what is necessary 
is to remove the wrong distribution of resources. 


Remedies 

It is necessary to check in an effective manner the evils of speculation. 
According to some, the best way to check the evils of speculation is to pass 
anti-speculation laws. However, apart from the consideration that anti-specu¬ 
lation legislation will also kill legitimate speculation along with the gambling 
speculation, it is exceedingly difficult to check the evils by legislation alone 
because the provisions of law can be often successfully evaded. 

Sometimes, it is suggested that the best remedy of the malady consists in 
prohibiting buying and selling for future delivery, since it is in such contracts 
that gambling operations often take place. But this method would put an end 
also to those advantages which accrue to the community from contracts for 
futures, and the loss might outweigh the resulting gain. The best remedy 
appears to consist in permitting the regulated existence of speculative activities 
in such a manner that it may become increasingly difficult for the amateurs to in¬ 
dulge in the business of speculation. It can be done by taking the following steps: 

(/) The government should insist on those who manage the affairs of stock 
and commodity exchanges to publish the rules of exchange dealings. 

(ii) Exchange rules should be revised from time to time as the situation 

demands and should be strictly enforced. 

(i//) Public opinion should be mobilized against the evils of speculation. 
Stressing the utility of this factor. Taussig remarks: “No doubt, the most 
effective remedy would be a better moral standard for all industry and an arou¬ 
sed public opinion against all kinds of gambling.” But there is no sense ,n 
expecting this method to be very effective because, as Taussig rightly points 
out “the worship of wealth and the well-nigh universal desire to make money 

on easy terms even though at the expense of others.render it difficult to 

bring public opinion to bear.'* 1 

(/,.) According to Lerner, evils of speculation can, to a great extent, be checked 
through the device of counter-speculation operations conducted by the govern¬ 
ment with the object of 'pegging' actual prices to the level of the estimated 

proper prices. 
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T HE concept of National Dividend is quite important in the analysis of distri¬ 
bution in economic theory. So much important has this concept been for 
the economists, that it has hardly escaped the pen of any economist ever since 
the days of mercantilists. Adam Smith, the father of Political Economy, starts 
his magnum opus The Wealth oj Nations by defining national dividend, which 
he calls “the annual labour of every nation’*, as “the fund which originally 
supplies it with all the necessaries and conveniences of life which it annually 
consumes, and which consists always cither in the immediate produce of that 
labour, or in what is purchased with the produce from other nations.*’ 1 Accord¬ 
ing to Adam Smith the national well-being or welfare is positively related to 
this ‘fund’ increasing or decreasing with the increase or decrease in the size of 
the fund. Smith observes: “According, therefore, as this produce, or what is 
purchased with it, bears a greater or smaller proportion to the number of those 
who are to consume it, the nation will be better or worse supplied with all the 
necessaries and conveniences for which it has occasion.’’ 2 

National dividend 3 is the measure of the aggregate money value of all goods 
and services (double counting being avoided) produced by a nation in any given 
time period, usually a year, account having been taken of the deductions to be 
made due to the depreciation of the capital stock used in the production of these 
goods and services. The importance of the study of national dividend in 
economics flows from the fact that it is the only source from which factor 
owners receive their incomes. It is divided into wages of labour, interest 
of capital, rent of land and the profit of the entrepreneur. Since the whole of 
the national dividend is distributed among the owners of productive services 
which co-operate in creating it, the larger the size of national dividend, the 
larger, ceteris paribus , will be the share of each class of factor owners in the 
national dividend. 


1. DEFINITIONS OF NATIONAL INCOME 

Although various economists have defined the concept of national dividend, the 

'Adam Smith. The Wealth of Nations, (Vol. 1). Introduction and Plan of the Work, p. 1. 

* Ibid. 

3 ln modern terminology this is the net national product. 
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definitions given by Marshall, Pigou and Fisher arc important and wc can take 
each one of these for a brief discussion. 

Marshall's Definition 

In his Principles Marshall defines national dividend in a broad sense. He 
writes: “The labour and capital of the country, acting on its natural resources 
produce annually a certain net aggregate of commodities, material and immate¬ 
rial, including services of all kinds. The limiting word “net” is needed to provide 
for using up of raw and half-finished commodities and for the wearing out and 
depreciation of plant which is involved in production; all such waste must of 
course be deducted from the gross produce before the true or net income can 
be found. And net income due on account of foreign investments must be added 
in. This is the true net annual income or revenue, of the country or the 
national dividend; we may, of course, estimate it fora year or for any other 
period.” 4 

About the method of measuring the national dividend, Marshall docs not 
count as part of the national income or dividend anything that is not commonly 
counted as part of the income of the individual. "Thus, unless anything is said 
to the contrary, the services which a person renders to himself, and those which 
he renders gratuitously to members of his family or friends; the benefits which 
he derives from using his own personal goods or public property such as toll- 
free bridges, are not reckoned as parts of the national dividend, but are left to 
be accounted for separately.” 4 

Although theoretically it is difficult to find fault with Marshall's definition, 
it is not of much practical value. Firstly, it is difficult to measure statistically 
the total production of innumerable goods and services in a country. Not only 
arc goods and services produced numerous but a single good or service has so 
many varieties that correct computation produces unsurmountablc technical and 
practical difficulties. In a socialist economy where the ownership of the means 
of production is vested in the state, this difficulty might not be formidable but 
not even the socialist state has resources enough to make a correct estimate of 
the total production of all the goods and services in the country. In a capitalist 
economy where everyone is free to practise any calling or trade, the difficulty 
of taking the correct census of total production during a given period is greater, 
because the larger the number of persons it is necessary to contact, the greater 
is the scope for statistical errors. Secondly, even if it was possible to measure 
the production, the possibility of double-counting will always be there unless 
there is perfect co-ordination among the various wings of the statistical organiza¬ 
tion. For instance, two bales of cotton and cloth made out of them should not 
be counted separately. If the two bales of cotton has been shown in the list of 
agricultural production, it will be wrong to show the production of cotton cloth 
resulting from these cotton bales in the list of industrial production. In fact, 
the possibility of double-counting pervades throughout the process of measure¬ 
ment of national dividend; it is not possible to escape from it totally. Thirdly, 


’Alfred Marshall, Principles of Economics, (8th Edition, Reprint. 1949), p. 434. 
& Ibid 
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there are many commodities which are produced but wh.ch are not valued 
through the market mechanism. For instance, only that portion of the tola 
produce raised by a farmer on his farm which he sells m the market would 
become part of national dividend since it is valued be means of market mechan¬ 
ism. The portion (and it maybe fairly large) retained by the farmer for per¬ 
sonal consumption would not be measurable; consequently, the national dividend 
so measured would give an incorrect idea of the actual total national dividend. 
This will be an underestimation of the total national product. This gives rise 
to the well-known problem of -imputation - in the measurcncnt of the national 
product. 


Pigou’s Definition 

According to Pigou “the national dividend is that part of the objective income 
of the community, including, of course, income derived from abroad, which can 
be measured in money...It is entirely plain that the national dividend is composed 
in the last resort of a number of objective services, some of which arc embodied 
in commodities, while others are rendered direct. These things arc most con¬ 
veniently described as goods whether immediately perishable or durable—and 
services, it being, of course, understood that a service that has already been 
counted in the form of the piano or loaf of bread, which it has helped to make, 
must not be counted again in its own right as a service." 0 To the question 
which of the goods and services should be included in national dividend, Pigou’s 
reply is that ‘ those goods and services should be included (double-counting of 
course, being avoided), and only those, that arc actually sold for money." 7 

The chief merit of this definition is that it imparts preciseness to the concept 
of national dividend. It removes the difficulty of measuring the national divid¬ 
end inherent in Marshall's definition. It is convenient and workable. Through 
his definition, Pigou imparts elasticity to the concept of the national dividend. 
Following Pigou, it is easy to measure the national dividend, although the ques¬ 
tion might be raised: “Will the national dividend arrived at by measuring ‘only 
those goods and services that are actually sold for money' represent the actual 
national dividend? Except in the most rare case in which the entire production 
raised in a country enters the circle of market exchange, there will be divergence 
between the national dividend envisaged by Pigou and the actual national 
dividend." 

Despite the great merit of workability, Pigou's definition is not free from 
criticisms. It introduces many paradoxes. Firstly, it causes an artificial sepa¬ 
ration between goods which are and which are not exchanged against money. 
The fact is that the things put in the two different categories do not differ in 
kind. Pigou is aware of this difficulty when he remarks: “Unfortunately, how¬ 
ever, for the symmetry of this arrangement, some of the services which would 
be excluded under it are intimately connected, and even interwoven, with some 
of the included services. The bought and the unbought kinds do not differ from 
one another in any fundamental respect, and frequently an unbought service is 


"A. C. Pigou, The Economies of Welfare, (Fourth Edition), p. 41. 
'Op eil p. 39. 
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transformed into a bought one. and vice versa.'* 

Secondly, we are exhorted to include strictly only those goods and services 
which are exchanged for money. This way of measuring the national dividend 
is obviously faulty. On the basis of this definition we face the problem of the 
diminishing size of national dividend at the lime when either the actual national 
dividend might have increased or there may not have taken place any diminution 


in it. A few examples given by Pigou himself will make this point clear. 

When a house and furniture belonging to somebody are let out then the 
services rendered by the house and the furniture enter into national divided 
since these are exchanged for money through the market pricing mechanism 
but if the owner occupies it. ihese services will no longer form part of the 
national dividend since these do not command money price. Similarly, when a 
farmer sells the produce raised by him on his farmand buys back the foodgrains 
for his family in the market, the whole of the produce sold by the farmer forms 
part of the national dividend. However, if instead of selling the whole of the 
farm product in the market and then buying back a portion of it for his domes¬ 
tic consumption, he does not sell a part of it. the unsold part of the produce 
will not be included in the national dividend. Although the actual product 
raised on the farm has not changed, the national dividend has diminished. 
Similarly, “the philanthropic work done by unpaid organizers, church workers, 
and Sunday school teachers, the scientific work of disinterested experimenters, 
and the political work of many among the leisured classes, which at present do 
not enter, or. when there is a nominal payment, enter at much less then their 
real worth, into the national dividend, would enter into it if those people under¬ 
took to pay salaries to one another... Yet again, the services rendered by 
women enter into the dividend when they are rendered in exchange for wages, 
whether in the factory or in the home, but do not enter into it when they arc 
rendered by mothers and wives gratuitously to their own lamilics. 9 Thus, 
when a man marries his maid-cook, the national dividend is diminished because 
the maid-cook now having become the mistress of the house, does not receive 
any money payment for the services rendered by her to her old master who 
now becomes her husband. But has the national dividend actually diminished? 
The fact is that the new mistress of the bouse now renders better domestic 
services with greater keenness to her new husband than under the old mercenary 
relationshp of maid-cook and the master. She now takes personal interest in 
everything she does both inside and outside the kitchen. She prepares more 
delicious meals for her husband, keeps the whole house neat and tidy by putting 
her best in dusting the walls, washing the floor, artistically rearranging the 
furniture in the drawing room and changing the arrangement of flower-vases on 
the dining table to appeal to the aesthetic sense of her husband and the visitors. 
In short her services now are of a higher quality which if exchanged for money 
would entitle her to at least four-times the salary she received earlier raising the 
size of national dividend. Does it not appear improper to talk of diminution 
of the national dividend when there has been no diminution in the value of the 


» Op. cii. 
9 Ibid . 
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objective service constituting the national dividend ? . , 

Thirdly Pigou's definition cannot be applied for measur.ng the national 
dividend in every country. In a country where most of the commodities and 
services are not exchanged but are bar.ered. Pigou's definition » of no. use: b 
cause more predominant is the system of barter ,n the country, the more dimini¬ 
shed will be the national dividend according to Pigou. In the country where 
barter economy is the rule, following Pigou's definition national dividend will 
be zero. Only in a highly developed money economy where all things produced 
and consumed enter the circle of money exchange will the actual and Pigou s 
national dividend coincide. The result of rigid insistence on actua exchange 
through the medium of money is to under-estimate the size of national dividend 
in any economy, especially in a barter-oriented economy. 


Marshall’s and Pigou’s Definitions Compared 

There is considerable similarity between Marshall’s and Pigou s definitions of 
the national dividend. Firstly, both approach the problem of the national 
dividend from the production end by adopting the value of product approach 
of measuring the national dividend. Secondly, both aggree that the services 
which a person renders to himself or to his family free of charge, and benefits 
which he derives from the use of his own personal goods or free public services 
like the toll-free bridges, are not to be regarded as part of national dividend. 
In other words, only those goods and services produced during any given time 
period which enter the circle of exchange arc to be reckoned in the national 
* dividend. 

Notwithstanding these similarities, there are, however, some differences in the 
two writers’ approaches. Marshall’s approach to measurement of national 
dividend is broader and more realistic than Pigou’s because, unlike Pigou, 
Marshall does not restrict the national dividend to include only those objective 
goods and services which are exchanged for money. According to Marshall, the 
entire range of goods and services, produced after making deductions on account 
of the goods and services consumed in the act of production, constitute national 
dividend. Marshall’s definition is decidedly better than Pigou’s definition which 
is defective since it includes in the national dividend only those of the total 
goods and services produced by the community during a year which are exchan¬ 
ged for money. Furthermore, Marshall is consistent in the of use the term 'nation¬ 
al dividend’ while Pigou reserves liberty to use the term in any sense that suits a 
particular circumstance. For Marshall the terms ‘national dividend’ and 
‘national income’ are interchangeable while for Pigou the two terms are 
different—national income being that which is actually consumed by the people 
within a particular year while national dividend is that which is produced in a 
f particular year. According to Marshall, “under ordinary condition of industry, 
production and consumption move together: there is no consumption except 
that for which the way has been prepared by appropriate production; and all 
production is followed by the consumption for which it was designed. There 
may indeed be some miscalculation in particular branches of production and a 


^•Alfred Marshall, op. cit., pp. 434-35. 
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collapse of commercial credit may fill nearly all warehouses for a time with un¬ 
sold goods. But such conditions are external and are not within our present 
view." 10 Thus, according to Marshall, national dividend is the net aggregate 
product and also the aggregate consumption. All these fine points of masterly 
analysis are missed in Pigou's concept of national dividend. 

Fisher’s Definition 

Irving Fisher s definition of national dividend is different from Marshall's and 
Pigou's definitions. Instead of the production approach he adopts consumption 
as the criterion of national dividend. According to Fisher, “the national divi¬ 
dend or income consists solely of services as received by ultimate consumers, 
whether from their material or from their human environment. Thus, a piano 
or an overcoat made for me this year is not a part of this year's income, but an 
addition to capital. Only the services rendered to me during this year by 
these things arc income.’' 11 Fisher's definition of national dividend is superior 
to Marshall’s and Pigou's in certain respects. For instance, Fisher's definition 
of national dividend is more in harmony with the concept of economic welfare 
because welfare depends upon the quantity of goods and services that are made 
available to the member of the community during any given period. There may 
be greater production yet if the community is denied the use of this increased 
production, people's standard of living will be low. 

However, there is one great difficulty—perhaps more acute than is likely to 
exist even when we adopt Marshall's definition—of getting the correct estimate 
of total consumption of the community during any given period. The net of 
consumption is spread wider than the net of production. The total production of 
a single commodity produced by one firm becomes the consumption of 
thousands of people in the community. For instance, 50 quintals of wheat pro¬ 
duced on his farm by farmer A, arc consumed not by any one single person but 
by thousands of persons living in different parts of the country. Similarly, 
radios manufactured by the Murphy radio company are bought by thousands of 
consumers in the country. While discussing Marshall’s definition, we had found 
that it was unmanageable in the sense that the problem of taking census of 
production presented many difficulties. This difficulty is many times more 
serious when we take the census of consumption in the community. 

Another difficulty arises due to the difficulty of correctly estimating the life 

of the durable consumer goods. Estimates can at best be rough approximations 
and they can at times differ materially from the actual. For instance, take an 
Ambassador car that has been manufactured on 31st December, 1973 and put 
on road for use on 1st January, 1974. According to Marshall and P.gou. the 

car constitutes part of the national dividend for 1973. but according to Fisher 

only the money value of the flow of services rendered by this car during 1974 

and not the money value of the car would form part of the national dmdend. 

To measure this is extremely difficult. One way of finding solution to the pro¬ 
blem is to estimate the life of the car and then spread the value thereof over 

the whole period and derive the proportionate part of the value assignable to 


"Irving Fisher. The Nature of Capital and Income, p 134 
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one year. For instance if the value of the car is Rs. 20,000 and its expected 
life is ten years, then we could take account of Rs. 2,000 and include it in 
1974’s national dividend. But such an estimation may involve either under¬ 
estimation or over-estimation. The car may be defective or might be involved 
in an accident and may last only for 5 years. Alternatively, driven carefully it 
might last for 30 years. In either case, the actual national dividend must be 
substantially different from the estimated one. 

Apart from this, a commodity changes hands through time and a durable 
good might finally be in the hands of an owner who stands separate from the 
original owner by so many intermediate owners that it may not be possible to 
get a correct idea of the year or date of manufacture of the commodity. If A 
was the first owner of the car, and Z the fioal owner in whose hands the car be¬ 
comes scrap are separated by a long chain of 25 intermediate owners— B,C.D, 

E .and Y— who owned and sold the car in quick succession; it will be 

almost impossible for Z to know the exact date of purchase of the car unless he 
comes across A through contacting all the 25 intermediate owners whose addresses 
may not be known to him. And who knows many of them may have died or 
left the country. Even if Z succeeds in obtaining the address of A he may learn 
from A' s successors that A is long since dead or if alive he may hear from A 
that the matter is so old that he does not exactly remember the date or year of 
purchase, and if unfortunately A is a care-free type of person he may not even 
remember that he had ever purchased a car questioned about. It is clear, 
¥ therefore, that Fisher’s concept of national dividend of income is of little practi¬ 
cal use. 

Relative Suitability of the Three Definitions 
Which one of the three definitions of the national dividend is best? The 
question can be best answered with reference to the purpose for which the con¬ 
cept of national dividend is meant. *'If we are interested in the comparative 
amounts of economic welfare which a community obtains over a long scries of 
years, and are looking for an objective index with which this series of amounts 
can be suitably correlated”, then Fisher's definition is most proper of all the 
three definitions. Fisher’s definition is also more relevant than the other two 
“when we are considering how much a country is able to provide over a limited 
number of years for the conduct of war; because for this purpose, we want to 
know what is the utmost amount that can be squeezed out and ‘consumed’ and 
we do not promise the capital must be maintained intact” But when our 
concern is with ordinary peace time phenomena, and with the causes affecting 
economic welfare, Pigou's and Marshall’s definitions are better suited for the 
purpose because in such a case, the long run effects of capital depletion on the 
* productive capacity of the economy and on its power of promoting or prohibit¬ 
ing the satisfaction of our wants cannot be ignored. Economic casuses and 
economic welfare are linked together not through immediate consumption but 
through total consumption over a long period. An increase in the capital stock 
makes increased consumption possible in future and vice versa. The followin* 
example makes the point clear. 6 
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Supposing a new factory is constructed in 1973. According to Fisher, it will 
not be the amount of capital invested in the factory but only the flow of the 
af or services rendered by the factory in 1973 that must form part of the 
g °° , dividend for 1973. The factory, however, will afTect the size of 

services that will be rendered to the consumers during all the subsequent years 
f e ^973 for as long as it lasts. Thus, the aggregate effects of the construction 
after 1973 tor a g measured only with reference to 

T 1 A not merely of 1973 but also of subsequent years after 1973, for the 
d ' V ?nduc s new c ha n es and ,t is only through a statement of all subsequent 
Ca hft tseffect on.be dividend, as conceived by Fisher, can be proper* 
ye , a m a . h ed By^adopting Marshall's definition, however, the necessity for this 
* elaboration is removed because by including the entire value of the 

inconvenient elabora we impUcitly indude the effect, in so far as 

factory in 1973 s nati consumption of 1973 and the subsequent years 

these ^1 be are 'reflected back in the capital investment represented by 

JhTSry tE over a .ong period, Marshall's concept of the national 
dividend is more useful than of Fisher. 

*. different national income accounting concepts 
The most frequently used concepts in the national income and product ^ 

‘"rGroTs National Product (GNP) 

2. Net National Product (NNP) 

3. National Income (N!) 

4. Personal Income (PI) 

5. Disposable Personal Income (DPI) 

6. Personal ° ut,a f s (GNp) is the tola l money value of final goods and 

The gross national prod j a country during any given period of time, 

services produced by the naUo is im p 0 „an. so that intermediate 

usually a year. Theus* <1 A to another firm B which the latter uses 

goods and serviccs sold by one ^ |ncome . accountlng period will not be included 
for further production in the This is done , 0 avoid double-count¬ 

in measuring the gross' “ ^ be difficult to distinguish between a final and 
ing. In practice it mig • lh ’ e same good , depending upon the use it is put 

an inlermediale g0 °^ b „ ood while at another time it might be an inter- 
to, may a. one time be ^cod , f ^ ^ p[in( , ng press is an intermediate 

mediate good. Thus a 8 residential purposes, it will be a final 

good but if the same build ng s used f ^ in the value of the gross 

good, in the forme, * * " " it will form par, of the gross nat.ona 

national product whde in the latterc** inte r-temporal and inter-spat.a 

product. This might ea“se difficun.es ^ ^ GNp has „ een defin ed as 
comparisons of the gross nation, I ^ prod uced by the national 

« r:;r,7c *»»»**•«- 
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goods and services produced no. only within the countpr but even outs.de the 

country by the nationals of the country. Thus, the income 
foreign investments and from the other factor semces rendered abroad should 
be added to the gross domestic product (GDP)>* m order to arrive at the GNP. 
Similarly, the income produced by the foreign nationals in the country should 
be deducted from the gross domestic product for purposes of computing the 
gross national product. Thus the gross national product (GNP) is equal to the 
gross domestic product (GDP) plus the total earning made by nationals abroad 
minus the earnings of the foreigners within the country during any given time 
period. If we designate the income earned by the nationals abroad by X and 
the income earned by the foreigners in the country by M then 

GNP=GDP+A '—M 


It is obvious that GNP for an open economy will be equal to GDP only either 
when X=M or when both X and M are zero, i. e , when the-economy is a 
closed economy. 

The GNP, it might be argued, should include each and every activity that 
goes to satisfy some want. If this was, however, the case then even the playing 
of chess could be counted as a productive activity and the concept of GNP 
would become meaningless. To be meaningful the GNP should be so defined as 
to include the money value of only genuine economic activities hired in the 
market, although here too we are never free from difficulties. By including only 
such activities which are bought and sold in the market in the GNP, any 
meaningful comparison between the developed and the underdeveloped 
countries, where a substantial part of the productive activities arc not recorded 
in the market, e. g. t work done on the farms by farmers’ family members and 
farming work done by the agricultural workers paid in kind with regard to the 
GNP becomes difficult. 

The gross national product, however, overstates the current national output in 
so far as no deduction is made for the capital stock used-up in producing the 
national product while measuring the gross national product. The capital stock 
of the economy is the collection of productive assets which is the result of 
cumulative investment made in previous income periods. To the extent a part 
of the capital stock representing a product of the previous periods is consumed 
in the act of current production, it becomes embodied in the current production. 
Consequently, the total GNP represents something more than the actual product 
of the current income accounting period. Thus to arrive at the actual amount 
of current product, we must deduct the amount of capital consumed from the 


,2 The gross domestic product (GDP) might be defined as the total value of final goods and 
I services produced within the economy during any given period of time, say one year. The 
gross domestic product, may not, however, be the result of the productive services owned by 
the nationals of the country. A part of the product might be due to the productive efforts 
of the foreign nationals who have devoted their capital and technical know-how to tho 
production of a part of the gross domestic product. Where this is the situation, the entire 
GNP will not form part of the GNP; only such of the GDP will be included in the GNP 
which represents the productive efforts of the factor services owned by the nationals of the 
country. 
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gross national product. The figure so arrived at is known as the net national 
product (NNP). The NNP is equal to the GNP minus ihe capital consumption 
allowance 15 (CCA) which includes depreciation in the value of capital assets 
resulting from wear and tear, accidental damage to fixed capital and capital out¬ 
lay charged to current expenses. Thus 

NNP=GNP-CCA 

The net national product might be measured cither at the market price of the 
current product or in terms of the factor cost of the current product. When it 
is evaluated or measured at factor cost it is called “national income. National 
income, which is net national product measured at factor cost is less than the 
net national product valued at market price by the amount of •'indirect business 
taxes " “business transfer payments" and “surpluses of government enterprises 
less subsidies," which are all included in the costs of production for purposes of 
calculating the market prices but which do not represent payment to factor 
owners for their productive services. Thus 

National Income = NNP-[indirect business taxes + business transfer payments 

+current surpluses of government enterprises— 
government subsidies) 

From the gross national product, national income can be found out as: 

National Income=GNP-(capital consumption allowance+indirect business 

taxes + business transfer payments 4 -current surplus 
of government enserprises—government subsidies). 

" - - - - ss siisss jx.--— 

sr.“£££ Ta si-1. «— •>» 

an From^he national income should be deducted the corporate profits; employers' 

Nation for social insurance and employees' contributions for soc.a 
contribution e should ^ addcd business transfer payments, net 

insurance and menl government transfer payments and dividends to 

interest paid by g personal income snould be deducted personal 

obtain personal incom . F P ^ From disposable personal 

JSSSJSSSSSS5 savings to derive the personal ou,Jays Thus 

,, p , rsona) I n come=National income-[Corporate profits + Employers 
(,) Personal Comri bu.ions for social insurance + government 

transfer payments |-business transfer payments+Net 

interest paid by government 4- Dividends] 

(i/) Disposable Person Income = Personal mcome-Personal taxes. 

. • i-rm vanital consumption allowance* has now replaced the old 

"The more .omprchcnsocierm P^^ ^ G * parKl KNP . alIhou *h ihe largest compo- 

term Jeptecialion m mod ^ Capital ouiby charged lo current expense, allhough 

n«n> of lids new term ■i MilII'dvprc£ |hc snjdenI . Thc expenses, for instance, m- 

boas- pans although arc of capital nature arc typi- 

cally ch.irfi -' 1 .c current e<pcns*s 
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(m) 


Personal Outlays Disposable personal income-Personal saving. 


Components of National Income 

(fc) Mining, manufacturing and hand trades which include mining, factory 

establishments and small enterprises. . linns 

(c) Commerce, transport and communication which include communications 
(posts, telegraph and telephone) railways, organized banking and insurance, 
other commerce and transport (including the services of indigenous money len- 

d (<5) Other services which include professions and liberal arts, government 
services, domestic services and house property. 


3 METHODS AND DIFFICULTIES IN THE MEASUREMENT 
OF NATIONAL INCOME 


The appropriate method used to estimate ihe national income of a country will 
necessarily depend upon the availability of statistics. There are three approaches 
or methods employed to measure economy’s output or product viz.: 

(/) The value-of-product approach; 

(//) The income approach; and 

(Hi) The expenditure approach. 

Normally, the two methods which are frequently used for the calculation of 
national income are the value-of-product method and the income method. 

The value-of-product method consists in finding out the market value of all 
the ‘true’ final goods and services produced by an economy during any given 
period of time. This is done in two ways. Either a census of manufactures 
and all other products is taken and the same is multiplied by the market price. 
From the total money value so obtained deductions are made on account of 
indirect business taxes, business transfer payments, current surpluses of govern¬ 
ment enterprises and addition is made on account of government subsidy, if any, 
given to business to arrive at national income. This approach is most common 
and is easiest to understand; or, an estimate of all factor money costs incurred 
* during the accounting period on the production of all the goods and services is 
made. 

The income approach to the measurement of national income consists of add¬ 
ing together all incomes earned by factor owners in the form of wage, interest, 
rent and profit payments. This method derives the national income as a sum of 
net incomes earned by individuals and business enterprises. 
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Difficulties in the Measurement of National Income 
Certain conceptual and statistical difficulties are met with in the measurement 
of national income. In the past when studies in the national income analysis 
were not extensive, these problems were too many. However, some of the 
problems connected with the concept of national income have now been success¬ 
fully solved. Simon Kuznets mentions the following theoretical or conceptual 
difficulties in national income estimation. 

(a) The definition of the term “nation" in the “national income'*; 

(/>) The method to be used in the national income calculation; 

(c) The stage of economic aotivity at which the national income should be 

calculated and; . 

(d) The kind of commodities and services which should be included in the 


national income. 

Of these difficulties, the first three have been largely solved. For example, 
national income does not refer to income produced within a country but to such 
an income plus any income earned by the nationals of the country in other 
countries by way of interest, banking, insurance and shipping, income etc., minus 
any payment made to foreigners by way of interest, shipping, insurance and 
banking charges etc. Therefore, the definition of the term ••nation" in the con¬ 
cept of national income cuts across political boundaries. Similarly, the problem 
of the method of calculation of national income has also been solved in the 
sense that it is agreed that any one of the three methods or all of them can be 
used simultaneously depending upon the availability of relevant statistics. Fur¬ 
thermore of the three stages of economic activity—production, distribution and 
consumption-any one may be adopted for the measurement of national income 
depending upon the function which the national income estimate is expected to 
perform If the purpose of the national income figures is to show the economic 
power and potentiality of an economy, the production stage will be more suitable. 
If on the other hand, the aim is to study the economic welfare of the individuals 
as reflected by their incomes consumed, the consumption stage will be used. 

The theoretical difficulty which has not been so successfully solved is 'he fourth 
one—the kind of commodities and services which should be included in the 
national income estimation. In a modern society, all final goods and semes 
produced by the people are reduced to a common unit of measurement with the 
help of the market mechanism through the medium of money. To be included 
!T«he national income, a commodity or service must, therefore have a money 
measure or value. In life, there are. however, many final goods and services 
which are produced but against which there is no corresponding flow of money 
payments. Under this category come the famous Pigov.an paradoxes.” A1 
Lylces which are performed for love, mercy or kindness and which are not 

exchanged for money may have an economic value but have no money value. 


r , naradoxes cosed by Pigou was that of the maid-servant who 

Td\r S h l errascr for a money payment and thus contributed to the national income; 
worked for her master^tor sv continued to perform the same services but was not 

for reduction of ,he nations, income. 
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Similarly, ihc wheat raised on the farm and consumed by the farmer or the 

services rendered by the owner-occupied house for which no rent is paid or th 
payments made to the farm labourers for their services in kind give rise to para¬ 
doxes while measuring national income as the sum of the market values of all 
goods and services exchanged against money. The problem, theretore, is 
whether they should be included, and if so, how to impute the.r money values. 

In an underdeveloped economy like India, the barter or the non-monetized 
sector is a significant sector of the economy. A considerable part of the total 
output does not come into the market; either it is consumed by the producers 
themselves or else is bartered away for other commodities and services. The 
existence of a non-monetized sector, therefore, makes the measurement of the 

national income difficult. # t 

An important difficulty in the computation of national income is the lack of 
statistical material. Even advanced countries with sufficient experience in this 
field do not have adequate material for the purpose of national income compu¬ 
tation. The problem is all the more great in the case of less developed countries 
like India. The National Income Committee of India pointed out that for 
agricultural and other small scale industries either the available statistics were 
extremely unreliable or incomplete; in certain other cases— e. g. t consumption 
expenditure or cost in agriculture and allied industries—no useful or up-to-date 
information is available. 

There are two difficulties associated with the methods of calculation of 
national income. Double-counting is a difficulty associated with the inventory 
or output value method. Double counting refers to the possibility of a commo¬ 
dity or service being included in the national income calculation more than once. 
An example will illustrate this point. Suppose we calculate the total money 
value of a book published in a particular year and include it as part of the 
national income of the country for that year. Suppose at the same time we 
calculate the value of paper used in the printing of the book and also add it in 
the national income of the year. The value of paper has entered into the 
national income calculation twice—once directly and for the second time 
indirectly in the value of the book. This is the well known problem of double 
counting encountered in national income accounting. The best way to avoid 
this error is to calculate only the value of those goods and services which enter 
into final consumption or to count only the value added at each subsequent 
stage of production. 

The problem of transfer payments is the one associated with the income 
method of national income measurement. A person may receive an income of 
Rs. 10,000 per year, part of which may have been received by him as interest 
payment on government loans. This income is actually a transfer income; 
either it should be considered as income of the individual or as income of the 
government. If it figures under both the categories, the national income figure 
will be exaggerated. In a similar manner, part of the income of individuals and 
business corporations is transferred to the government by way of direct taxes, 
and thus becomes income of the latter. Hence, the transfer of money from a 
person or group of persons to another person or group of persons should be 
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eliminated. The best way to avoid this problem is to consider only the disposa¬ 
ble incomes of individuals or groups-disposable income refers to the personal 

income minus all personal taxes. . 

Thus, the measurement of national income in all countries, particularly m the 
under-developed countries, is beset with many conceptual and statistical diffi¬ 
culties and it will take some more years to remove them. 

4. NATIONAL INCOME AND ECONOMIC POLICY 


A few years ago, the calculation of national income was the pre-occupation of 
a few academicians. But in recent years, particularly since 1939, the use ulness 
of national income statistics for purposes of economic analysis and for the 

preparation and formulation of economic policies is being lncreasinEl ?’ 

nised. Accordingly, the number of countries which prepare and publish official 

national income statistics has been increasing rapidly. . 

The first and foremost use of the national income estimates is that these give 

us a correct picture of the structure of the economy, as well as of the distri¬ 
bution of national income according to regions, industrial origin, functional 
services and persons. If exhaustive national income estimates are available over 

a ffing period of time it is easy to assess the trends in the country's economic 

growth and also to analyse the factors responsible for thu trend. Consequently, 
the government can formulate intelligent economic policies to influence the s«e 
l„d direction of capita, investment and the distribution of national income 

between different functional groups. .. , . niirchasiM ^er 

Again national income estimates give us an idea of the purchasing P 
nf the oeoole in the country. Inflationary and deflationary gaps in the purchas- 
mg P ower P are reeled by The income and product figures. This is of great v^ue 
in working out the details and timing of anti-inflationary and anti-deflationary 

^"income estimates enable us to forecast the level of business activity 
for months and years ahead since they enable us to !s thl 

in the output, income ^ fundamental 

which the individual business firms adopt. This p investment policy and 

sri-r £“:»“»■ "= zri r u - - 

ttsrjttp. to— ---"i ess 

particular importance for these areas. 
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National income estimates enable us to compare our 

iS f^jS^TSSia between nations is made possible through 
national' income ^as well as per capita income estimates. Tteseest.matestue 
also used for determining the subscriptions and quotas ° f ‘ he “^ tr, “^ 
various international organizations, such as the UNO. IMF. IBRD. F , 
IDA etc. 
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NATIONAL DIVIDEND AND ECONOMIC WELFARE ✓ 



What is Economic Welfare? 

COMMUNITY’S total welfare can be divided into economic welfare an non- 
U economic welfare. According to P.gou. economic welfare is that part ol 
social welfare that can be brought directly into relation with the - 

of money.- However, it is difficult to separate the economic 
non-economic welfare in any rigid manner. P.gou accep' .he d ffi uUy of 
separating the economic part from the non-econom,c pari of s .cal welfare when 
he says: "It is not, indeed, possible to separate it m any rigid way f "'" ° ^ 
parts for the part which can be brought into relation with a money measure 
will be different according as we mean by can, "can easily' or can * l 
straining" or "can with violent straining." The outline of our ,e . r ' ° m 

ST2- ?sss 'szsxsxxss, s** 

“bice , fence ,0 dtaib « . «* » Allh.n,t « » • *£**» 

draw anv precise boundary between economic and non-economic welfare , 
the test* of accessibility to the measuring-rod of money serves to draw a g 
distinction between the two types of welfare. 


economic welfare and total welfare 


smm 


i A C. Pigou. The Economics of Welfare, p- 11. 
*Jbid. 

3E. W. Cannan, Wealth, pp. 17-18. 
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tbe economic welfare has increased 

we .fare too SSZSZ barometer of «he total 

mic welfare can be saia to oc / following: two assumptions. 

welfare. This cone,os,on is. h o-ver val ld under ,he following ^ ^ affect 

(a) That the economic cause affecting the econ 
the non-economic welfare; and . , farc suc h effect is similar to 

par. of .he total welfare. I. is possible .ha. an economic cause^mtghl««Wt the 
economic welfare in one way and .he non-econom.c welfare in quite °PP° 
si.e way, so as lo cancel the .wo effects. It is even possible that the favourable 
effects of an economic cause upon the economic welfare might be more than 
offset by the unfavourable effects of the same cause produced upon the non¬ 
economic welfare so that the favourable effect of an economic cause upon the 
' economic welfare might be compatible with its unfavourable effects on the total 
welfare Thus, it is possible to envisage situations in which although the econo- 
mic welfare might have increased yet the total welfare might have diminished as 
a consequence of some given economic cause. 


Economic and Non-economic Welfares affected Differently 

The effects of an economic cause upon economic welfare and non-economic 
welfare may be different and might cancel one another. This is because “human 
beings are both ends in themselves and instruments of production. On the one 
hand, a man who is attuned to the beautiful in nature or in art, whose character 
is simple and sincere, whose passions are controlled and sympathies developed, 
is in himself an important element in the ethical value of the world; the way in 
which he feels and thinks actually constitutes a part of welfare. On the other 
hand, a man who can perform complicated industrial operations, sift difficult 
evidence, or advance some branch of practical activity, is an instrument well 
fitted to produce things whose use yields welfare. The welfare to which the 
former of these men contributes directly is non-economic; that to which the 
latter contributes indirectly is economic.” 4 

It is not, however, always possible for the community to increase economic 
welfare without adversely affecting the non-econorfiic welfare. It is open to the 
community to choose between the two sets of men. It may choose the second 
and ignore the first and thus, by concentrating all its energies on the economic 


«A. C. Pigou, op. clt ., p. 13. 
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welfare might increase it. at the same time unconsciously sacrificing the non¬ 
economic welfare promoted by the first set of men. The point can be explained 
by the following examples. 

The politically weak and economically backward Germany of more than a 
century ago was the home of eminent philosophers like Goethe and Schiller, 
Kant and Fichte. Mr. Dawson in his book entitled The Evolution of Modern 
Germany, published before World War 1 praises the old Germany and discounts 
the achievements of modern Germany. “We know what the old Germany gave 
the world, and for that gift the world will ever be grateful; we do not know 

what modern Germany, the Germany of the overflowing barns and the full 

argosies, has to offer, beyond its materialistic science and its merchandise ..... 
The German systems of education which are incomparable so far as their 
purpose is the production of scholars and teachers, or of officials and func¬ 
tionaries, to move cranks, turn the screws, gear the pulleys, and oil the wheels 

of the complicated national machine, are far from being equally successful in 
the making of character or individuality The essence of the above obser¬ 
vation is that excessive concentration by the Germans of modern ageon 
learning to do has resulted in the neglect of learning to be which was at a high 
level in old Germany. The Germans have become efficient instruments o! 
production at the cost of neglecting the development of their aspect as ‘ends in 
themselves*. Although the economic welfare has tremendously fo ' an 

average modern German who today enjoys higher living standard embodied in 
increased material objects than his counterpart enjoyed in old Germany, this is 
insufficient to draw the conclusion that the average modern Omm. n ts happuK 
than the average German of the days of Kant. Schiller. Goethe and F.tche 
because happiness is as much a matter of the increase in the non-economic wel- 

fare as of an increase in the economic welfare. Although the Germans of old 
days could not boast of modem comforts, yet hav.ng been used to lead a more 
contended and settled life caring more for their higher-self-a sense * h icb P 
feet character and complete individuality bring in their train-lhey were happi 

than their modern counterparts. . niiaUv 

Germany is not the solitary example of this paradox. England is equally 

involved in the trouble. Dickinson draws a graphic description "“J*" 
England, spoken ironically through the mouth of an oriental spec a or 
Chinaman— spurning the English civilization in most unequivocal terms th . 
"By your works you may be known. Your triumphs in the mechanical arts ar 

the obverse of your failure in all that calls for spiritual insight. Machines o 
Ivery kind you can make and use to perfection; but you cannot build a house 

or write a poem or paint a picture; still less can you worship or^asp.re ... y 

g r tJI -ro—<» - - 

SDawson. The EcotuUon of Modern Germany. PP 15-16. quo.ed by P.gou in his book 1* 

Economic, of Welfare, P- 13. 25 . 26 olcd by Pigou in his book The 

'•Dickinson, Letters of John Chinaman, PP- " M 

anomic s of Welfare, p. 14. 
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of economic causes upon the economic welfare and the total welfare. Descrip¬ 
tions of Dawson and Dickinson of old and modern Germany and England 
explain that efforts devoted to the production of people who are good instru¬ 
ments of production might result in the failure to produce people who are good 
men. In other words, efforts devoted to cause an increase in the economic 
welfare, might react unfavourably on the non-economic welfare. 

It is, therefore, possible that an economic cause which promotes economic 
welfare, might affect non-economic welfare adversely. Generally speaking, 
economic causes act upon economic welfare not directly but through affecting 
the national income. Thus, any economic cause which increases the national 
income will increase economic welfare and vice versa. However, an increase in 
the economic welfare does not necessarily imply an increase in the total welfare, 
for it is quite possible that the cause which increased the economic welfare 
might have reduced the non-economic welfare of the community. Thus, an in¬ 
crease in the national income is not always sufficient to explain an increase in 
the total welfare. It is not only the level of income that matters in any evalua¬ 
tion of total welfare; the manner in which that income is earned and spent is 
equally important. An increase in income which has been made possible by 
working for long extra hours under unduly heavy strains cannot be said to have 
increased ihe total welfare, although it has caused an increase in the economic 
welfare. The surroundings of work react upon the quantity of life. Ethical 
quality is affected by the occupations—menial service, agricultural labour, 
artistic creation, independent as against subordinate economic position, monoto¬ 
nous repetition of the same operation and so on—into which the desires of 
consumers impel the people who work to satisfy them. Similarly, the manner in 
which the increased income is spent by those who earn it, plays an equally 
important role in the determination of the total welfare. Thus increased income 
when spent on drinking or on smoking will not increase the total welfare 
although it might have increased the economic welfare. An increase in income 
realised by cutting the ‘leisure* hours enjoyed by a person docs not always in¬ 
crease his total welfare: it might rather diminish it if the utility of leisure 
exceeds the utility of the extra money income. Similarly, higher income necessi¬ 
tating longer work-hours by forcing a person to neglect the daily-going to the 
church or temple might reduce his total happiness by increasing spiritual afflic¬ 
tion in him although he is materially richer than before. 

It is, therefore, obvious that there exist situations in which the effects of an 
economic cause upon the economic welfare and non-economic welfare might not 
only be different, but quite opposite. Under such circumstances, it can be said 
that economic welfare cannot be taken as a reliable index or barometer of the 
measurement of total welfare of the community without qualifications flowing 
from the above mentioned assumptions. 

The failure of the economic welfare to serve as a reliable index of the total 
welfare does not, however, rob the study of welfare economics of its practical 
utility. The purpose of the study of welfare economics is not to know how 
large welfare is or has been, but to know how its magnitude would be affected 
by the introduction of the causes which it is in the power of the statesmen and 
private persons to introduce into practice. And this the study of welfare 
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economics takes as its central problem. The study of welfare economics tells 
us how the total welfare will differ after the introduction of an economic cause 
from what it would have been, had that particular economic cause not been 
introduced. 


2. NATIONAL DIVIDEND AND ECONOMIC WELFARE 


National dividend and economic welfare are so closely inter-related that 
changes in the former are reflected in the changes in the latter. For our present 
purpose the problem of such changes may be studiec* under the following two 
sub-headings. 

(i) Changes in the size of national dividend and economic welfare. 

(fl) Changes in the distribution of national dividend and economic welfare. 

(i) Changes in the Size of National Dividend and Economic Welfare 

Generally speaking, there is a positive relationship between the changes in the 
size of the national dividend and economic welfare such that if the size of the 
national dividend is increased, economic welfare of the community is also 
increased and vice versa. An incerease in the size of the national dividend is 
reflected in the availability of more goods and services available for consump¬ 
tion and this reacts favourably on the economic welfare. Similarly, a fall in the 
national income or dividend by causing a decrease in the quantity of goods and 
services available affects the economic welfare adversely. This generalisation is, 

however, valid under the following assumptions. ..... 

1 During the process of change in the size of the national dividend or 
product, the share of the national dividend accruing to the poor should not 
be diminished. If an addition to the supply of rich men s goods was accom- 
pained by a contraction in the supply of poor men’s goods, economic wel¬ 
fare might diminish even though the national dividend might have increased. 
It is because the resulting loss to the poor is more than the resulting gam 
to the rich. Thus, the assumption that the national dividend accruing to 
the poor should not diminish is essenatial for the validity of the above genera- 

‘ iS l ti0 The new tastes which are created by the changes in consumption yield 

some excess of satisfaction over the old ones with the result that the net out¬ 
come of an increase in the facilities for obtaining some of the ,terns included in 
dZend will be to increase the economic welfare. Thus, “free libraries are 
engines for creating the habitual power of enjoying high ctass '‘^ure and 
a savings bank, if confined to the poor is an “engine for teaching thrift How 

ever when the increase in national welfare takes the form of increased availa¬ 
bility of public houses or lotteries, the taste for gambling or tanking <wj no 
only be gratified but will be further stimulated; consequen ly e^nom.c welfam 

the people. 
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The estimates of national dividend or income ignore the varying demand for 
leisure. A country such as Switzerland or a part of the country such as Kashmir 
in India abounding in the beauties of nature may have a small national product 
because people prefer to produce and consume smaller quantity of material 
goods and enjoy or consume more leisure by being into close contact with 
nature for longer hours since by doing so they derive greater total satisfaction 
compared with the alternative situation in which more material goods but very 

^' little of leisure is available to them. 

3. “The economic welfare of a community consists in the balance of satisfac¬ 
tions derived from the use of the national dividend over the dissatisfactions 
involved in the making of it." 7 If the increase in the national dividend comes 
about as a result of inventions or improvements in administration, the effect 
on the economic welfare would be favourable. On the contrary, if the increase 
in the national dividend comes about as a result of extra work or effort 
performed under uncongenial or unhealthy conditions (e.g. t night work without 
proper lighting or working extra hours, etc.) then the economic welfare will 
not be increased but damaged because it is almost certain that the satisfac¬ 
tion yielded by the extra product caused by the extra product caused by the 
extra labour would be enormously less when compared with the dissatisfaction 
caused by the extra labour. 

4. The increase in the national dividend may be accompanied by a rapid 
increase in the population which may deflate the earnings of the workers to the 

% ‘subsistence level’ making it impossible for their per capita real income to in¬ 
crease under any circumstances. However, “in general, causes which increase 
the size of the national dividend while involving an increase in work as well as 
causes which increase it without involving this, will, the conditions of distribu¬ 
tion being assumed, increase economic welfare".* 

(ii) Changes in the Distribution of National Dividend and Economic Welfare 

Changes in the distribution of national dividend are reflected in the transfer 
of incomes in the community from one group of people to another—in favour of 
the rich or in favour of the poor section in society. When the distribution of 
national dividend changes in favour of the poor, the general productive powers 
of the community being given, poor people are enabled to get more things at 
the expense of the rich. 

The change in the national dividend in favour of the poor can be brought 
about in a number of ways—both direct and indirect. The direct way—and 
incidentally also the more important too—of affecting this change consists in the 
transfer of the purchasing power from the rich to the poor. This change, however, 
can also be brought about indirectly through a change in the technical methods 
I of production of producing the goods consumed by the poor and the rich as a 
result of which the goods consumed by the rich become costlier while those con¬ 
sumed by the poor become cheaper. It can also happen if, by a system of 
rationing or appropriate fiscal policy or some other suitable device, the rich are 
forced to transfer their demand away from those goods which are important for 

’A.C. Pigou, op dr., p. 85. 

'Ibid, p. 86. 
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the poor and which are produced under increasing costs, so that the diminution 
in the demand for such goods results in their lower prices. But the most 
common method of transfering wealth from the rich to the poor is by means 
of fiscal policy viz., by taxing the rich heavily and passing on the benefits of 
taxation to the poor by means of providing free social services such as the 
provision of free eductional and health services for the poor. While changes in 
the distribution of the national dividend might result through any one or more ^ 
of the above methods, the size of the national dividend, on the whole, should 
remain unchanged. 

How does a change in the distribution of national dividend in favour of the 
poor affect economic welfare? It is important to note that economic welfare 
enjoyed by an individual depends upon the income enjoyed by him through 
consumption of goods and services rather than his total income. Thus, there is 
a unique relationship between one's economic welfare and that part of his 
income which he spends on consumption. Thus, richer a man is, the smaller 
is the proportion of his total income which he spends on consumption and con¬ 
sequently smaller is his economic welfare compared to his total income. A 
rich person who enjoys twenty times as much income as a poor man does, does 
not enjoy twenty times as much economic welfare as the poor man does. It 
would be hardly four or five times as large. Therefore, any transfer of income 
from the relatively rich person to the relatively poor person—both persons being 
of same temperament—since it enables more pressing wants to be satisfied at 
the expense of the less pressing wants—must increase the aggregate sum of total ^ 
satisfaction. The “old law of diminishing utility'" leads securely to the proposi¬ 
tion: “Any cause which increases the absolute share of real income in the hands 
of the poor, provided that it does not lead to a contraction in the size of the 
national dividend from any point of view, will, in general, increase economic 


This conclusion is further strengthened by another consideration. Mill wrote: 
“Men do not desire to be rich, but to be richer than other men. The avaricious 
or covetous man would find little or no satisfaction in the possession of any 
amount of wealth, if he were the poorest amongst all his neighbours or fellow- 
countrymen.*’ 10 The same idea has been more forcefully expressed by Signor 
Rignano in these words: “As for the needs which vanity creates, they can be 
satisfied equally well by a small by a small as well as by a large expenditure ot 
energy. It is only the existence of great riches which makes necessary for sucli 
satisfaction a very large, instead of a very small, expenditure. In reality a man s 
desire to appear ‘worth’ double what another man is worth, that is to say, to 
possess goods (jewels, clothes, horses, parks, luxuries, houses etc.) tw.ee as 
valuable as those possessed by another man. is satisfied just as fully, if the .first 
has ten things and second five, as it would be if the first had a hundred andthe 
second fitly.” The part played by the relative, as distinguished from the absol¬ 
ute income is small for incomes that are barely sufficient to provide the necessa¬ 
ries and primary comforts of life, but large with large incomes. In other words, 


S S U Poslhunwis^Essay on Social Freedom. Oxford and Cambridge Reriew. J»n. 

,907. quoted by Pigou .o The Economics of Welfare, pp. 89-90. 
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this means that a large proportion of the satisfaction yielded by the incomes 
of the rich people comes from their relative rather than from he. t absolute 
amount This part of it will not be destroyed if the incomes of all rich people 
are diminished together. "The loss of economic welfare suffered by the»<* when 
command over resources is transferred from them to the poor wtll. therefore, be 
substantially smaller relatively to the gain of economic welfare to the pOM than 
a consideration of the law of diminishing utility taken by itself suggests. 

It is often argued that since the rich and the poor are seldom, of similar 
temperament, a change in the distribution of national dividend in favour of the 
poor does not always led to an increase in economic welfare. It is true that 
if the rich and the poor were two races with different mental constitutions such 
that the rich were inherently capable of securing a greater amount of economic 
satisfaction from a given income than the poor, such a change in the distribu¬ 
tion of the national dividend would not at all be conducive to the increase in 
the economic welfare. It is also said that the rich man from the nature of his 
upbringing and training is capable of obtaining considerably larger satisfaction 
from a given income-say a thousand rupees-than a poor man is capable of 
obtaining. When a poor man suddenly finds that his income has increased he 
is apt to spend it on such foolish things as drinking, gambling and other forms 
of exciting pleasures so that there is a positive loss of satisfaction and conse¬ 
quently the economic welfare is diminished. 

It is true that at any given time the tastes and temperaments of the poor are 
the outcome of their environment which is peculiar to themselves and a sudden 
'rise in their incomes might result in an extravagant expenditure involving 
little or no addition to economic welfare. However, it is not safe to assume 
the environment to be static when income is changing over time. This state 
of affairs will be ephemeral and in due course the tastes and temperaments of 
the poor will be adjusted to higher incomes. Moreover, if the increase in in¬ 
comes comes off gradually or as a result of the operation of indirect methods 
like the lowering of prices, the extravagance will not occur. It has been seen 
that the expenditure on items like drinking declines as wages rise. Thus, even 
if it is admitted that the temperaments of the poor are such that an increase in 
their incomes in the short period yields them little or no surplus satisfaction, it 
is true that after a time, particularly if the time is long enough to allow a new 
generation to come up, the possession of such additional incomes will enable 
them to acquire new habits and such other faculties through education, social 
change etc. Consequently they will enjoy greater satisfaction from their enlarg¬ 
ed incomes. Thus, differences in tastes and temperaments cannot be advanced 
as a very sound and plausible argument to disprove the benefits of the trans¬ 
ference of incomes from the relatively rich in favour of the relatively poor. 
f We can conclude that the effects of changes in the distribution of the national 
dividend in favour of the poor will be reflected in the increase in economic 
welfare of the community. 
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MARGINAL PRODUCTIVITY THEORY OF DISTRIBUTION 

* 



T HE problem of distribution, otherwise known as the problem of factor pricing 
is quite significant for analytical purposes. The problem of pricing the 
factor-service has long been known as the factoral distribution of income. The 
distribution of income may be either personal or functional. In the analysis of 
factor-pricing our prime interest is in the functional distribution as distinguished 
from personal distribution of income. By personal distribution is meant the 
total income and wealth of individuals regardless of their source. Functional 
distribution refers to the distinct shares of the national product which people 
receive during any given period of time as compensation for the productive 
activities performed by them in the production of national product in their roles 
as different factors of production. The problem then naturally is about the 
determining of the distributive shares of each of the four factors of production 
who have collaborated in the act of production. 

The marginal productivity theory of distribution represents an attempt on 
the part of economists to evolve a general theory according to which the factor 
shares in the national product vfr., wages, interest, and profit might be determi¬ 
ned Although the use of the basic idea of the theory for solution of particular 
problems was evident in Ricardo, he, however, like Sir Edward West before him, 
applied the theory only to land where units of labour and capital were together 
added 1 In England. Mountifort Longfield argued in the 1830*s that wages and 

interest were related to the value of the product which accrued by employing 

marginal doses of labour and capital. Apart from the Ricardian rent theory 
and the stray statements of writers like Von Thunen and Mountifort Longfield 
it was only towards the close of the nineteenth century that the marginal produc¬ 
tivity theory of distribution was developed independently by Jevons Wicksteed, 
and Marshall in England; by Stuart Wood and J.B^Clark in U.S.A. and by 
Walras Baron and others on the Continent. Although Jevons was the first so 
far time is concerned he applied the marginal concept only to the determina- 

i . in hk hook The Distribution of Wealth in 1899. 

'"m theory states that if each factor of production is remunerated according 
toTts margina. product, the total product is exhausted. The first expos,.ton of 

■ Refer to David Ricardo's Prtoc'pU, of Mica, Economy. Chapter 2 and Sir Edward West's 
work entitled The Application ofCop.tal to Land. 
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the theory by Wicksteed appeared in 1894 in a brochure entiled, The Co-ordina¬ 
tion of Laws of Distribution. Under the assumption of constant returns to scale 
and the availability of equally remunerative alternative occupation, Wicksteed 
showed that the total product is equal to the sum of the marginal products of 
all the factors of production employed. J.B. Clark showed that under static 
conditions every factor, including entrepreneur, would receive a reward equal to 
its marginal product. 

1. MARGINAL PRODUCTIVITY THEORY 


*> 


An employer employs a factor of production on account of its productivity —the 
contribution which that factor makes to total production. The maximum price 
or remuneration he will be prepared to pay for a unit of factor of production 
i.e., the price of that factor unit, will, therefore, depend upon its marginal pro¬ 
ductivity. The greater the productivity of a factor, the higher will be its 
remuneration. The marginal productivity theory of distribution, therefore 
relates, the remuneration of a factor of production to the productivity or contri¬ 
bution which that factor of production makes to the total output. An employer 
will employ a particular factor up to that unit for which the remuneration 
paid is equal to the contribution made by chat unit to total production i. e., for 
which the marginal factor cost equals the marginal factor productivity. It is 
impossible for the employer to employ larger factor units since by so doing the 
marginal factor cost will be more than factor marginal productivity. At the 
margin, the remuneration of the factor unit is equal to its productivity. If all 
factor units are homogeneous then the maximum remuneration of each factor 
unit will be equal to the productivity of the marginal factor unit. The marginal 
productivity theory states further that under certain conditions, the remuneration 
of a factor unit will not only be equal to its marginal product-but also to its 
average product. The marginal productivity theory of distribution, therefore, 
states that: 


(a) the remuneration of a factor will depend upon the productivity or contri¬ 
bution which that factor makes to the total production; 

C b ) thc remuneration of a factor unit will be determined by and will be equal 
to the marginal product of that factor; and 
(c) under certain conditions the remuneration of a factor unit will be equal to 
both the average and marginal products of that factor. 

It was necessary to clarify here two points. Firstly, the remuneration which 
a factor of production receives is income for that factor of production but it is 
a factor cost to the employer hiring that factor. The remuneration of each 
factor is designated differently as wage, interest, rent and profit. Under perfectly 
competitive conditions, the prices that an individual employer has to pay for 
the factors of production are determined by the market forces of demand and 
supply for that factor. If all units of a factor are homogeneous, the remunera 

ftrtor .h, 311 e f mp, ° yer f WI ) 1 h ‘ ve «° W wiU be the same for all units of the 
factor-the unit cost of the factor will be a horizontal straight line indication 

zzxsgzr* - of emp,oying « 
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Secondly, the productivity of a factor of production is of two types, viz., 
physical productivity and revenue productivity measured in terms of the addi¬ 
tion to total revenue of the firm. Physical productivity of a factor refers to the 
amount of a commodity in terms of kilos, meters etc. (physical units) which a 
factor unit helps to produce. Since factors of production are paid in terms ot 
money, we are not directly interested in their physical productivity while deter¬ 
mining how much the employer will be prepared to pay for the factor units 
hired by him; we are rather interested in converting physical productivity ol a 
factor into money through the system of prices, and this is known as the 
revenue productivity. For instance, if a labourer by working 8 hours a day pro¬ 
duces 2 meires of cloth and if the price of cloth is two rupees per metre then the 
physical productivity of labour is 2 metres of cloth but its revenue productivity 
is four rupees. It may be noted in passing here that whenever we speak of 
productivity, we, in fact, refer to revenue productivity. 

Revenue productivity can be further classified into average and ma gmal 
revenue productivities. Average revenue productivity of a factor of production 
refers to the total revenue (total output multiplied by price) divided by the lota 

number of factor units which produced it. Marginal revenue productivity on 
the other hand, refers to the contribution made to the total ^venueproduct.vity 
by the employment of an additional unit of a factor. In . 

Robinson "It is the increment of value of the total output caused by .mp o - 

Ss^ 

"MTage^r^ 

products too- depend upon the law of variable returns, that is, they will first 
rise, reach a maximum and then fall. 


o 

O 


o 



Fig. 32.1 

a r> ifitt illustrate the marginal and average factor cost 

curve and the^marginal and average revenue product curves of a factor of pro- 

"“The'niargirial'l^oductivity theory of distribution states that under perfect 
s Jo . n Robinson, V.*—****** 'Con^U^l 
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competition in the long period, the remuneration paid to the factor units will be 
equal to the average and the marginal products of that factor. As we have 
pointed out earlier, a profit-maximising employer will hire the factor units up to 
that point where the price paid by him to the factor units equals the margina 
revenue product of those units of the factor. Beyond this equality point he will 
not go, since the marginal revenue product will be less than the cost of hiring 
the additional factor unit. The remuneration which is paid to a factor unit will 
have also to be equal to the average revenue product of the factor unit. If the 
remuneration is more than the average revenue product of the factor units the 
firm is actually running in loss in employing the particular factor unit. If the 
remuneration is less than the factor average revenue product, the firm is getting 
profit in employing the factor units (apart from the profit it gets by selling the 
product). In the first case, the tendency for firms will be to leave the industry 
and thus bring about a reduction in the demand for the factor whose average 
remuneration is higher than its average revenue productivity and thus ultimately 
reduce the remuneration of such a factor. In the latter case new firms will enter 
the industry, (it should be noted that we are assuming perfectly competitive 
industry) and thus raise the factor demand and consequently also the remune¬ 
ration of the factor whose remuneration is less than its average productivity. 
Whatever may happen in the short run, the remuneration of a factor unit will be 
equal to its average revenue productivity in the long run. This is illustrated in 
Fig. 32.2. 

In Fig.32.2 it is only at point R that the average factor remuneration (wage) and 
the average factor revenue productivity are equal. In other words at the highest 
point of the average revenue productivity curve, the av crage factor cost equals the 
ARP of the factor which equals the factor's MRP. It is interesting to note here 
that the earlier economists designated the rising phase of the average revenue 
productivity curve (upto point R) in Fig. 32.2 as subject to the law of increasing 
returns and the falling phase beyond 
point R as subject to the law of 
diminishing returns. It is because 
of this that they argued that margi¬ 
nal productivity theory would be 
applicable only if the law of constant 
returns was present. 

The marginal productivity theory 
of distribution, therefore, states that 
under conditions of perfect competi¬ 
tion in the long period the remunera¬ 
tion which a factor unit gets will be 
equal to both the average and the 

marginal revenue productivities of that factor. According to the marginal 
productivity theory of distribution, under perfect competition the money reward 
or price which each factor gets tends to be equal to its marginal revenue producti¬ 
vity. For if this were not so, the factor units would move away from those 
uses where the reward was less to those uses where it was high. As result of 


Y 
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this mobility, in course of time, a given amount of a factor of production gets 
distributed between different uses in such a way that its marginal producti¬ 
vity in each of the different uses is equal. Provided all the units of any 
factor are uniform and can move freely from one employment to another, the 
given supply of the factor will get distributed in such a way that its marginal 
productivity is the same in all employments. For instance, if the marginal pro- 
puctivity of labour in one employment or industry is higher than in the other it 
will move from the latter to the former employment or industry. Larger supply 
in the former employment will lower its marginal productivity and smaller 
supply in the latter will raise its marginal productivity. This process of shifting 
will continue until the marginal productivity of labour in both employments 
becomes identical. 

Entrepreneurs are busy constantly substituting one factor for another so long 
as they gain by such substitution. They tend to achieve that combination of 
the factor of production through the process of substitution which yields them 
maximum total productivity. The maximum total productivity is attained 
when the marginal productivity of the various factors combined is the same be¬ 
cause if this were not so, they will gain by substituting the factor whose marginal 
productivity for them is less by the one whose marginal productivity to them is 
more. 

Thus, according to the theory, in equilibrium (/) the marginal productivity of 
a factor of production is equal in all employments; («) the marginal producti¬ 
vity of each factor of production is equal to that of every other factor of 
production in the same employment; and (///) the price ot a factor of production 
is equal to the value of its marginal product. 

Assumptions 

The marginal productivity theory is based upon a number of assumptions. In 
the first place, the theory assumes that all units of a factor of production arc 
homogeneous such that they are inter-changeable. Secondly, the theory is 
based upon the assumption of perfect substitution not only between the different 
units of one factor but also between the different units of different factors of 

production. Thirdly, it is assumed that it is possible to vary the amount of a 

particular factor without disrupting the organisation and working of the produc¬ 
tion unit. Fourthly, every unit of a factor of production is assumed to be per¬ 
fectly mobile as between different employments and regions for if this were not 
so, the factor rewards as between different employments or regions would not 
be equal. Fifthly, the theory is based upon the assumption of perfect compe¬ 
tition Sixthly, the marginal productivity theory of distribution is applicable 
only in the long period. In the short period the reward accruing to a factor of 
production may be more or less than its marginal productive in a given 
employment. Seventhly, it is assumed that there are available equally remune¬ 
rative alternative employments to which the factor units move if their price 
in the existing employment is reduced. Lastly, the theory is based upon the 

assumption that each unit of a factor of production is perfectly adaptable to 

different uses. 
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Criticisms 

The marginal productivity theory of distribution based upon a series of 
assumptions suffers from many weaknesses. 

The first criticism against the theory is that the different units of a factor of 
production are not homogeneous, Heterogeneity, is the rule and no two units 
of the factors of production—land or labour—are equal in all respects. If one 
*. director of a company resigns, there may be no adverse effect on the working 
of the company, but the resignation of some other capable director might spell 
financial ruin on the company. It is incorrect therefore, to assume that the 
different units of a factor of production are uniform and inter-changcable. 

The theory is based upon the assumption of perfect competition. In real life 
imperfect rather than perfect competition is the rule. Perfect competition is a 
myth and. therefore, the application of the theory too in the economic world is 
a myth. Under imperfect competition the producer can succeed in raonopso- 
nistic exploitation of factor and as such the remuneration of the factor units 
may be fairly below the level of their marginal productivity. 

The theory states that rewards of the factor units in the long run tend to be 
equal to their marginal products. However, most of our economic problems—and 
the problem of rewarding the factors of production is no exception—are short 
period problems. The marginal productivity theory of distribution based upon 
the unrealistic assumption of long period does not olTer any solution to the 
problem of share determination of the factors of production in the real world 
v 'where the problem is essentially short period in character. 

The theory assumes that the units of the factors of production are perfectly 
mobile as between different employments and regions. However, factors are not 
freely mobile as between different regions and employments. A mechanical 
engineer docs not become electrical engineer the moment his wage in the mechani¬ 
cal engineering trade is reduced below his marginal productivity and vice versa. 
The more skilled a worker is, the more specific (or less versatile) he becomes to 
a particular trade and it is not possible for him to transfer himself to the next 
equally best job. In some cases the next best alternative may be unemployment. 
The more roundabout the methods of production and greater the specialization, 
the less is the mobility of the unirs of a factor of production. Similarly, a wor¬ 
ker docs not move readily from one place to another in the same trade. The 
worker of Agra is not easily prepared to move to Bombay or to the foot-hills of 
Assam where he can get higher wages, even when his wages in Agra are below 
his marginal product. Besides the pure economic consideration, there are other 
considerations such as caste, creed, climate, food, ‘leaving the family behind', 
language, etc. which act as a brake on his mobility. Although labour is the 
least mobile of all factors, similar considerations govern the mobility of other 
factors such as capital or enterprise. A capitalist, ceteris paribus , would not 
invest his capital in the remote region of Assam, even if he can have some return 
by investing his capital in his home town. Thus, there are many impediments 
to the mobility of labour and capital. 

Another assumption is that the factor units can be varied. For instance if 
we have to measure the marginal productivity of labour, then it is possible to 
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know changes in the total product by increasing or decreasing the number of 
workers by one, keeping the quantity of other factors constant. There are two 
objections to such reasoning. Firstly, in the large-scale industries even when 
the decrease or increase in the factor amount by one unit is possible, there is 
no effect on the total production. For example, in a mill having a total labour 
force of 10,000 workers the decrease or increase in the total working force by 
one—i. e., 9,999 or 10,001—will not show any change in the total production. > 
Thus, on the basis of our formula adopted for calculating the marginal produc¬ 
tivity of a factor we will reach the conclusion that the marginal productivity of 
labour is zero. However, nothing can be farther from truth than to think so. 
For, if we turn out all the workers—believing that since the marginal produc¬ 
tivity of labour is zero, the total output will not be affected—the total produc¬ 
tion will be reduced to zero. Thus, when production is carried on through 
roundabout and large-scale methods of production it is impossible to calculate 
the marginal productivity of a factor. The marginal productivity theory at best 
applies to a simple economy in which roundabout methods of production are 
absent and the time lag between production and consumption so common in 
the capitalistic economy is unknown. 

In the case of some factors of production it is not at all possible to alter the 
quantity and thus measure their marginal productivity. The marginal produc¬ 
tivity of an entrepreneur for the proprietorship firm is impossible to determine 
because if we apply the formula and decrease the quantity of entrepreneur, the 
whole firm disappears because the existence of the firm is conditional to thi** : 
presence of entrepreneur, and if we increase the quantity of entrepreneur by one, 
then it does not fit in with the notion of the proprietorship firm. Thus, * n thc 
case of a firm it is not possible to calculate the marginal productivity of entre- 
prenuer by varying the quantity of entrepreneur. 

The marginal productivity theory of distribution assumes the constant returns 
i. e., it does not apply when diminishing or increasing returns abound. However, 
most economic activities in business and industrial world fall under the increa¬ 
sing or decreasing returns. Constaot returns is only an exception to the general 
rule of increasing or decreasing returns. When increasing returns are operating, 
the employers will suffer losses if they rewarded the factors on the basis of the 
marginal productivity theory; whereas, in the case of diminishing returns, thc 

application of the theory will give emergence to exploitation of faclor ? *>y the 

employers. Thus, if the marginal productivity theory of distribution is applied 
to solve the problem of factor share determination under conditions of increa¬ 
sing or diminishing returns, instead of offering peaceful solution to the problem 
it will give birth to the problems of lock-outs and strikes and consequent 


industrial unrest. , . , . . , 

Joan Robinson stated: “When there are economies of large-scale industry the t 
marginal physical productivity of labour to a competitive industry will be 
greater than to the individual firms, since an increment of employment given 
by one firm will enhance the efficiency of the others.” 3 Thus, under increasing 


»Joan RobiDson, op. cit., p. 237. 
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firm is less than to the industry ^ ^ firm! 

production according to its , nto liquidation, whereas if the 

sroTrsru«ctwi.y «<>«- *•»>-. <“ firms 

T^^gumwt^of^obson^ww criticised *by Marshall because at the point where 
the average productivity was maximum the marginal productivity was also equa 

t0 it was no, possible to vary the use of the factors of 

production in most cases. The proportion in which factors of 

used was determined by technical conditions of the business, the existence of 

fixed capital such as machinery, etc. 

The marginal productivity theory implies acceptance of wage rate as deter¬ 
mining the volume of employment so that if wages are lowered, employment 

increases. However, as Keynes has shown, this line of reasoning is wrong and 
total employment is the function of total effective demand and not of wage rate. 
Had vhere been any direct functional relationship between wages and the level 
of employment, then falling wages and growing unemployment would not have 
co-existed during depression. 

The marginal productivity theory looks at the problem of factor price deter¬ 
mination from the demand side. The factor price which equals the marginal 
revenue productivity is the maximum price which the factor units can command 
from employer. From this it does not follow, however, that factor prices will 
in fact correspond to factor marginal revenue products. If at the price which 
is equal to the marginal revenue product of the factor the supply of a factor 
exceeds the demand for it the factor price will be pushed down. 

In conclusion, we may mention that the marginal productivity theory is 
incompetent to handle the problem of factor share distribution. It fails to take 
into consideration the influence of institutional and sociological factors such 
as trade unions, minimum wages act, social prestige attached to certain jobs, etc. 
The theory does not correctly answer the question—what determines wage rate, 
interest, profit, etc. in a dynamic economy? 
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2. EULER'S THEOREM 4 


Stated briefly in non-mathematical language, Euler’s theorem states that where 
production takes place under the law of constant returns to scale. /. e.. when all 
factors of production are increased in a given proportion, the resulting total 
output also increases in the same proportion; then if each factor of production 
is paid its marginal product the total product will be exhausted. This statement 
can be put in the form of an equation where P t the amount of total product, is a 
linear homogeneous function of inputs L, C,..that is, if P=f(L, C,...), the, 
following equation will hold: 


*p , r + 

p = L -*p +c aC + - ’ 


where the term LdP/dL represents labour's share in the total production and the 
term CdPIdC represents the share of capital in the total production. The out¬ 
put of the cooperating factors is distributed to them entirely and no residue is 
left, i. e., the total product is exhausted. 

The mathematical proof of the above equation which was first presented by 
Philip H. Wicksteed in his brochure entitled An Essay on the Co-ordination of 
the Lam of Distribution published in 1894 depends upon Euler’s theorem which 
states that the above equation would hold only if P is a homogeneous function of 
the first degree. As already stated in non-mathematical language, it simply 
means that constant returns to scale operate in production. For instance, if 10 

units of labour -M units of capital produce 100 units of the product, then if 

both the inputs arc doubled the output would also be doubled. By paying each 
factor according to its marginal product, the total product would be exhausted 
only if increasing and decreasing returns were absent. For if the production was 
being carried on under increasing returns and if factor prices were determined in 
accordance with the principle of factor marginal productivity then total factor 
rewards would exceed the total product causing losses to enterprises which 
would ultimately lead to disappearance of competition—an essential assumption 
of the theory. On the contrary, if production was carried on under the law of 
diminishing.returns, then by paying each factor according to its marginal product 
the total product would not be exhausted and a surplus would be left with the 


entrepreneur. 

Euler’s theorem requires the condition of constant returns to scale to be 
satisfied. The condition for the/irm would imply a horizontal cost curve which 
is incompatible with perfect competition. Wicksteed was so ruthlessly criticised 
by Walras Barone, Pareto and Edgeworth that he recanted and abandoned the 
mathematical proof based on Euler’s theorem in his later work entitled The 

Common Sense of Political Economy published in 1910.- 

Edgeworth made a significantly poignant criticism of Wicksteed s theory when 
• Leonhard Euler, after whom the theorem is named, was an eighteenth century brilliant 
S “Robbi“menting on the inappropriateness of the title of the book wrote:'’Never was 

kind more unfortunately named. It is not'Common Sense’ in the ordinary 

«ns°e of the term and it is no. political economy ” (Robbins in his introduction to the 1932 
reprint of Wickstecd’s Common Sense of Pol,neat Economy). 
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he commented: “There is magnificence in this generalisation which recalls youth 
of philosophy. Justice is a perfect cube, said the ancient sage; and rat.onal 
conduct is a homogeneous function, adds the modern savant.’ 8 ..... 

Shortly after Wicksteed's brochure appeared, Barone, Wicksell and Walras 
independently proved the total product exhaustion without assuming constant 
returns to scale. The principal criticism of Wicksteed’s solution flowed from the 
assumption of constant returns which was incompatible with another assump¬ 
tion of the theory, namely, perfect competition. It was argued that the typical 
production function was of the familiar U-shape rather than homogeneous of 
the first degree. All that was needed to prove the total product exhaustion was 
to assume that firms operate at the minimum point on the long run U-shape 
average cost curve. For if firms operated at this minimum point then Wicksteed’s 
assumption of constant returns to scale would also be true because the tangent 
drawn to the minimum point on the cost curve would be horizontal. As Hicks 
has pointed out: “It is not surprising that at this point Wicksteed's condition 
would be satisfied. Where Wickstced went wrong was in his assumption that he 
could argue from the shape of the curve at one particular point to the general 
shape of the curve.’’ 7 

Thus, the controversy over the issue of total product exhaustion led to two 
possible solutions of ( 1 ) assuming the constant returns to scale to exist, and 
(2) assuming that the firms operate at the lowest point on their long run average 
cost which is U-shaped. While Douglas and Stigler prefer the first possible 
solution, Hicks prefers the second. According to Douglas “the first possibility 
seems to be for the most probable relationship, if we keep technical change 
constant.’’ 8 Stigler makes the following comment: 

“The Euler theorem controversy, like most disputes in our science, is instruc¬ 
tive primarily regarding the pitfalls in and limitation of theoretical analysis. The 
entire argument rested on differences between the implicit assumptions of the 
various participants. Wicksteed’s solution is the preferable one, in the writer’s 
opinion, because at the level of analysis to which it is appropriate—it is infor¬ 
mative, yet based on simpler assumptions. The Barone approach [possibility 
2 above] is formally valid, but its economic significance depends primarily upon 
the extent of the problem of co ordination when indeed uncertainty is absent. 
However, the two approaches—and indeed also that based on fixed production 
coefficients (< e . g., Pareto’s)—are on different planes of abstraction. There is 
truth in each of these views, and only the failure to state assumptions explicitly 
led these economists to believe that their various solutions were contradictory or 

alternative.’’ 8 

Hicks preferring the second possible solution concludes: “Wicksteed’s diffi¬ 
culty can therefore be overcome by substituting for his untenable condition of 
‘constant returns* the condition of ‘minimum cost’ which appears, on the sur¬ 
face at least, more in keeping with the fundamental assumptions on which it is 


®F. Y. Edgeworth, Collected Papers , Vol. I, p. SI. 

7 J. R. Hicks, Theory of Woges, p. 328. 
ePaul H. Douglas, The Theory of Wages, p. 56. 

•G. J. Stigler, Production and Distribution Theories , pp. 386-87. 
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reasonable to base an equilibrium theory.*’ 10 If neither of these two possible 
solutions were valid, i. e., if firms were operating under increasing or decreasing 
returns one could still argue that the marginal products of factors of production 
would at least indicate the relative returns attributable to these factors. If the 
marginal unit of labour increases total output by 10 units, and a marginal unit 
of capital increases total output by 5 units; but if when marginal units of both 
factors are added together the total output increases by more or less than 
15 units, one could still hold that factor rewards should be proportional to in¬ 
dividual marginal products. 
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RENT 



riiHE theory of rent has occupied a prominent place in economic science, 

1 especially during the early part of the nineteenth century. In ordinary sense 
•rent’ denotes a payment made for the hiring of a particular thing, such as a 
house, a machine or a tonga, to its owner. However, in economics the term is 
used in a different sense referring to the payment made by the tenant to the 
landlord for the use of land (f.e., free gift of nature). This rent, which accrues 
to the landlord for the use of his land, is a surplus. Although the earliest 
known theory of rent is Ricardo’s, the concept of rent was also known to 
Physiocrats. 

Rent has been defined differently by many economists. According to Ricardo, 
rent is “that portion of the produce of the earth which is paid to the landlord 
for the use of the original and indestructible powers of the soil/’ 1 According 
to Senior, “rent is the surplus produce arising from the use of an appropriated 
natural agent.” Marshall reserves the use of the term Rent’ for the income 
derived from the ‘free gifts of nature’ when the term is being considered in rela¬ 
tion to the society at large* Although the early classial economists and their 
disciples associated the term ‘rent’ with income from the free gifts of nature or 
land, the modern economists have extended the idea of rent to all factors of 
production for they assert that there is ‘land aspect' in all factors of production. 
Boulding defines economic rent as “any payment to a unit of a factor of pro¬ 
duction in an industry in equilibrium, which is in excess of the minimum 
amount necessary to keep that factor in it£ present occuption. Although first 
worked out in connection with the services of land (hence the name—economic 
‘rent’), this concept applies to any factor of production which does not have a 
perfectly elastic supply”. 3 Other writers also have defined rent in similar terms. 
According to Mrs. Joan Robinson, “the essence of the conception of rent is the 
conception of a surplus earned by a particular part of a factor of production 
over and above the minimum earnings necessary to induce it to do its work.” 4 


‘David Ricardo, The Principles of Political Economy , Chap. H, 2nd Edition, p. 47. 
♦Alfred Marshall, Principles of Economics (Reprint, 8th Edition), pp. 62-63. 

•YL E. Boulding, Economic Analysis (1955 Edition), pp. 211-212. 

♦Joan Robinson, The Economics of Imperfect Competition , p. 162. 
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Physiocrats’ and Ricardo’s Views 

Although Ricardo agreed with Physiocrats that rent was a surplus, he differed 
from them about the case of its emergence. While to the Physiocrats, this 
surplus reflected the work of the bountiful ‘nature’ along with man in agricul¬ 
ture for which she was paid nothing, Ricardo considered this surplus as the 
outcome of nature’s niggardliness. According to him, nature behaves with man 
in a step-motherly fashion. Living at a time when high rents, were causing > 
great anxiety, and possessed of a business brain, Ricardo saw clearly that high 
rents arose from the scarcity of land and its produce and not by their abundance. 
While the Physiocrats regarded the growth of this surplus (called by them 
produit net) as an indicator of the growth of national economic prosperity, 
Ricardo saw in the growth of this surplus-rent a gloomy future for mankind. 
While the nation of Physiocratic ‘produit net’ does' not generate a feeling of 
class conflict and hatred against the landlords, the notion of Ricardian rent 
points out the fact that landlords are anti-social elements in the society living 
on unearned incomes and that their interest is opposed to that of the rest of 
society. Thus, the views of Physiocrats and Ricardo on the nature and cause 
of emergence of rent differ fundamentally. 

1. THE RICARDIAN THEORY OF RENT 

Although Ricardo wrote and participated on various economic issues in his 
time and his contribution to economics extended far and wide (international * 
trade, issue of bank notes, methods of economic analysis, theory of value, etc.), 
his main concern was the study of laws which regulated distribution of wealth 
in the society. Thus he enunciated the laws governing this distribution—the 
laws of rent, wages and profit but the law or theory of rent was the most im¬ 
portant of all. Ricardian theory of rent alone has been enough to immortalise 
Ricardo's name and win him a permanent place among the few first-rank econo¬ 
mists in the history of economic thought. Unlike other theories which fall 
into decay and suffer from disuse with the passage of time it has become increa¬ 
singly popular with the passage of time. 

Ricardo defines rent as “that portion of the produce of the earth which is 
paid to the landlord for the use of the original and indestructible powers of the 
soil" It “invaribly proceeds from the employment of an additional quantity 
of labour with a proportionately less return.’’* Rent is the differential surplus 

that emerges due to differences in the fertility of different plots of land-some 
plots of land being more fertile than others-taken into cultivation for raising 
the crop to meet the expanding food requirements of a constantly growing 
population. To meet the growing demand for food, resort may be made to 
either extensive cultivation or intensive cultivation or to both simultaneously. 

In each case differential surplus will rise as the growing population pressure 
reflected in the increasing demand for food will force the nation to cultivate 
inferior lands on which the per unit cost of raising food progressively increases 
Ricardo’s theory of rent embraces two basic ideas : a resort to inferior soils and 


‘David Ricardo, op. cit., pp. 47-54. 
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an extensive margin 


occasioned from limited supply of superior land; and a 


law of diminishing returns leadiog to an intensive margin. 




• i 




Rent arises due to 

the operation of two universal laws-the law of dimimshmg returns or niggard¬ 
liness of nature leading to the increase in the means of subsistance at diminishing 
rate on the one hand and the tendency of population to increase in geometrical 
progression on the other. 

How does rent accrue to the landlord? This can be discovered by consider¬ 
ing the successive steps through which the land of a country is successively 
brought under cultivation. So long as the demand for land is smaller than 
its supply and the best land is abundant everyone can have it free. In such a 
world there can be no rent because those free goods whose supply is elastic 
donot command any scarcity which is essential for the emergence of rent. 
However, as population grows and the food, shelter and needs of the people 
putting pressure on land gradually multiply, all the best land is gradually 
occupied. Now recourse is made to the land of relatively inferior quality—land 
of the second grade. In order to be brought under cultivation the value of the 
produce raised on the second the second grade land should be enough to pay 
the wages of labour and the interest on capital; otherwise it would not be 
cultivated. In other words, at least the normal cost of raising the crop should 
be covered. Thus price must rise and should be enough to cover the cost of 
production of corn raised on the second grade land. Since the produce of 
different lands are sold in the same market at uniform prices the superior-quality 
or first grade land brings to yield some surplus over the necessary cost of raising 
the corn on the second grade land. This surplus is rent of the landlord. 

As population continues to grow, it becomes necessary in due course of time to 
cultivate land of a still poorer quality—land of the third grade. In such a 
situation the second-grade land also begins to yield rent while the first grade land 
begins to yield still higher rent, being equal to the difference between the value 
of the produce raised on it and the produce of third grade land. If population 
continues to grow, this third grade land will also become a rent-land, fourth 
grade land taking the place of marginal or no-rent-land. Thus, the basic cause 
of the emergence and growth of rent can be traced to the growing difficulty of 
raising food to support the constantly growing population. Ricardo’s explanation 
of the manner of the emergence of rent leads to the conclusion that “with every 
step in the progress of population, which shall oblige a country to have recourse 
to land of a worse quality, to enable it to raise its supply of food, rent on all 
the more fertile lands will rise” and will be equal to the difference between the 
produce of a given quantity of capital and labour on the more fertile land and 
the least fertile land. 

Apart from inferior lands being brought under cultivation it also happens that 
additional doses of labour and capital are applied to land already under cultiva¬ 
tion instead of taking up new land. This will also create rent. Here the dose 
last employed pays no rent since the total produce attributed to it only covers 
the cost of raising the produce while the earlier doses yield a surplus analogous 
to that yielded by superior lands. Thus, rent emerges both in the case of extensive 
as well as intensive cultivation. 
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The emergence of rent in the case of extensive and intensive cultivation can be 
diagrammatically represented. Taking the case of extensive cultivation first, if 
the first-grade land with the application of a given quantity of capital and labour 
produces 100 quintals of wheat, the second-grade land 80 quintals, the third- 
grade land 40 quintals and the fourth-grade land, which is the marginal land, 20 
quintals of wheat, then the rent accuring to the landlord from the first, second 
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and third grades of lands will be 80, 60 and 20 quintals of wheat respectively. 
The emergence of rent in the case of intensive cultivation follows a similar 
pattern with the only difference that in place of different grades of land there 
arc now different composite doses of labour and capital. Assuming the data to 
be the same in the case of extensive cultivation, the first, second and third com¬ 
posite units of capital and labour will yield 80; 60 and 20 quintals of wheat as 
rent respectively. Figs. 33.1(A) and 33.1(B) illustrate this. 

Assumption^and Criticisms 

The Ricardian theory of rent is based upon certain postulates which have been 
responsible for the criticism of the theory. In the first place, the theory is based 
upon the assumption of long period—an assumption basic to classical economics. 
Secondly, the theory explains the emergance of rent by assuming the existence 
of the marginal or no-rent land. The third assumption is of the scarcity or 
limited supply of land. Fourthly, it is asserted that land has certain ‘original 
and indestructible’ powers for the use of which rent is the payment. Fifthly, 
according to Ricardo, rent is associated exclusively with land. Sixthly, lands of 
different grades of fertility are cultivated strictly in descending order of fertility, 
for Ricardo asserts that ‘‘the most fertile and most favourably situated land will 
be first cultivated.*' Seventhly, different plots of land are assumed to differ in 
fertility because had all land been equally fertile there would be no rent “unless 
where it possessed peculiar advantages of situation’’. Lastly, the theory is based 
on the assumption of two tendencies—the tendency to diminishing returns in 
agriculture and the tendency towards increase in population. 
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1. The Ricardian theory of rent has been the subject of many criticisms. 
Firstly, Ricardo’s assertion of rent as being the payment for the original and 
indestructible powers of the soil* has been severely criticised. It has been argued 
that there is no such thing as the original and indestructible powers of land and 
that in so far as certain elements of fertility are concerned the power of land is 
liable to be destroyed or recreated. In these days of atomic energy and hydrogen 
bombs, it is dangerous to assert that anything is indestructible. The concept of 
the ‘original and indestructible powers of soil' is, to say the least, neb ulous. It 
seems more reasonable to interpret the phrase ‘original and industructible 
powers of the soil to mean a perfect inelasticity of supply of land to changes Jn_ 
its price. Professor Haney, however, defends Ricardo on the issue of the onsl- _ 
nal and indestructible powers of the soil. He says that there are certain elements 
that go with land, such as climate, which in the present state of the arts^can— 
neither be destroyed nor made, while, in general, the destruction and makingj?f_ 
any land element takes place with such unequal facility as to make those 
relatively permanent inequalities which arc essential to the rent theory. 6 

2. It is argued by critics that rent is not the peculiar feature of land alone. 

Differential surpluses analogous to land-rent are widespread in labour and_ 

capital payments. This is the view of a large number of modern economists. 


All that is needed for the emergence of rent is the relative inelasticity of supply., 
of a factor of production in relation to the demand for it during any ^gi yen 
period. There is no reason to suppose that land alone is limited in su ppjy. 
During short and quasi-long periods, factors of production other thaiTIand also 
>show this characteristic—i e. t their supply is relatively inelastic to t he chaa gcs 
in demand for them and consequently different units of these factors of . produc e 
tion—capital, labour and enterprise-experience situations in which they enjoy a 
ki nd eC su rplus which is similar to the rent of land. Thus, Joan Robin&n 
critfcisesjhe old view in which the conceptiod of rent hSsTfcen in- 

te rwoycn. witlulicconcepjipn of land asserts that particular units of!acto£Mi4 
production belonging to other three broad categories- ^nfrApr^ .i^hip 
aod capital^may also earn rent. 7 Even Marshall finds this lacuna in the 
Ricardian theory and admits that factors belonging^ojhejaUagoiy_Qliabour 
and cqpitaUt times enjoy tins king of surplus. Although hrn„ p M 

up in classical 

tra dition he names it as_not re nt-proper but as quasi-rent. HeasssHs_lhat 
therelsTilceness amidjmUkeness between land and apptrancermade_hv man. 



them, as do true rents.”* 


products raised by 


3. Cntics have criticised Ricardo regarding rent being price-determined 
According to Ricardo, price is determined by the cost for producing corn on the 
r rent-free marginal land. A perusal of the Ricardian theory of rent leaves us in 
no doubt that the rent of land is price-determined. There are critics beginning 


'Lewis H. Haney, History of Economic Thought , 4lh Ed. p. 298. 
’Joan Robinson, The Economics of Imperfect Competition, p. 1Q2 
Alfred Marshall, op cit., p. 358, also p. 342. 
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with Mill who attack the view that rent is price-determined. They maintain that 
from the point of view of a single industry or use, rent enters into price.® 

4. Ricardo’s scheme of the order in which lands of differing fertility are culti¬ 
vated has been criticised. According to Ricardo, the most fertile land will be 
first cultivated. This is not always the fact. Most human settlements have not 
been governed purely by considerations of either fertility or situation of land. 
Carey and Roschei have pointed out that history does not confirm the view 
that in a new country it is the best land that is first cultivated. The fact of the 
best land being occupied first can only be substantiated provided human settle¬ 
ments take effect only after lands in every nook and corner of the country have 
been thoroughly surveyed and their production potentialities carefully assessed. 
More fertile lands in the tarai and sub-Himalayan regions still await exploitation 
by human hands, in the face of the truth of worse lands commanding high values 
in the vicinity of large human settlements—Delhi. Calcutta, Kanpur etc. 

5. Ricardian approach to the emergence of rent is based on the assumption of 
differential natural advantages of superior lands overjhe inferioi^jines.—Where 
all lands were cquai7reDtlg gptd~norarise i n_thc Ricardian theory . However, 
C veiTif all lands we re equa l, rent would still emerg eJjjlc. to the o peratio n of the 

hmg retorts! £ven Marshall admitsthat scarcity of land, without 
fertility of land was enough to give rise to rent. 10 Thus, Ricardian 
theory of rent excludes the scarcity rent which is typical of all economic situa¬ 
tions, particularly in old countries. 

6. The Ricardian rent theory has been cast against the background of the 
assumptions of perfect competition and long period. That these two assumptions V 
have robbed the theory of much of its practical utility needs hardly any emphasis 
for a doctrine that rests on these two assumptions as its cornerstones cannot serve 
the world we live in where imperfect competition and short period are important. 



Critical Evaluation of Ricardian Theory 

Notwithstanding its various shortcoming and the criticisms that have been 
showered upon it from-variftusjjuano», the Ricardian theory of rent occupies 
an important place in economic theory. It has led to an overthroweUhc 
"l^Usty of the "natural order" by laying bare some of its gloom.er aspects. The 
r nTrir^ell ed by Ricardo’s theory—that increasing pressure of population will 
in course of limTfo^Sferior grades of lands into cultivation-is more true to- 
<fay”than it was in Ricardo’s days. With all the agriculturaHmprove^nts and 
~^asTscTeHltII<fresearches that modern society can boast ofTRutTWedit the app t- 
cation of Ricardian theory of rent to life can at best only be postponed. T 
problem of rent will vanish only when men can somehow create the means o 

subsistence by some artificial device. .... . 1# 

The influence of Ricardian theory has been overwhelmingly great It h 
demonstrated the truth of the clash of interests between the landlord (rentier 
class) and the rest of the society. It was Ricardian theory of rent which made 

•For . more elaborate treatment of this point see Section 2 in this chapter. 
ell., p. 355. 
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Mill a strong champion of the confiscation of rent or its socialisation through 
the device of taxation. Henry George saw in rent the source of social evils. 
Once rent was abolished there would be no more poverty and pauperisation of 
labour. Everywhere, the trend in thought and action is to treat rent as illegal 
and demand for the abolition of the system of landlord ownership over land, 
which has borne fruit in many countries. In India. Zamindari has been aboli¬ 
shed and Zamindars as a class are looked down upon with disrespect by all 
progressive social elements. Fundamentally, their civil death can be traced 
back to a theory unleashed from Ricardo’s pen more than a century ago 
although we are prone to forget this fact today. The socialists look upon the 
Ricardian theory of rent with respect and Sidney Webb considers the Ricardian 
theory of rent as “the very cornerstone of collectivist economy.” 


2. THE MODERN THEORY OF RENT 


According to modern economists, the notion of rent has been too closely related 
to the notion of land or “free gifts of nature”. This gives the impression that 
rent is a peculiar feature of land only, and that other factors of production be¬ 
longing j o_the category of labour, capital and enterprise cannot claim it. 
Ricardo’s treatment ol the concept of rent places it in a separate class by itself 
separated from the corpus of the rest of economic theory by a wide gap. 
Ricardian theory of rent is not meant for general application It is to serve 
‘land’ alone. 

> The Ricardian doctrine of rent has recently undergone a substantial transfor¬ 
mation and extension. The modern economists have taken a much broader 
view of the notion of rent and the application of the theory of rent. They 
quwjionjh^validity of confining rent to land alone when the differences in 
the jttodiiS liyity are equal ly ev ident in the case of different units of factors of 
production other than la hcT^Xhus, the^machinervin one shop may be better, 
the organisation betterjenit and more efficient and the division of labour more 
fully^developcd th^n iU-lhc otheijjecausc of the relatively greater abundance of 
ca pital w ith the result that production in the first case will exceed the production 
in t he othe rjesulting in the supplementary gains for the first shop"’ Similarly, 
the productive capacity of one worker is frequently different fromthat of the 
other One man without any greater effort may complete morT^rTthan the 
ot her , so th at_even the possibility of a workman enjoying a supplementary gain 
ofthcMture of pure differential surplus is not altogether precluded from reali¬ 
sing itseiniiTtieTeal world. Aptitudes differ not only among work^hut also 
among the entrepreneurs.. Rent of ability plays an important role in determi- 
ningthTdifferent degrees of success experienced by different undertakings and 
thejifieqhal revenues which they yield. “The extra gains which a producer or 

* dealer obtains through superior talents for business or superior business arrange¬ 
ments arc very much of a kind similar to rent.*’ 11 

Aoc° rdi ng to Walker, different entrepreneurs differ from each other in their 
abilities in just the same way as do the different plots of land in fertility. Walker 

UJ * S - Mill, Principles of Political Economy. 
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has developed a rent theory of profits by which he shows that superior entrepre¬ 
neurs earn rent just as superior grades of land do. Elucidating his point Walker 
remarks: “Under free and full competition the successful employers of labour 
jvould earn a remuneration which would be exactly measured, in the case of each 
man, by th e amount of wealth which he could produce, with a given application 
of labour and capital, over and above what would be produced by employers of 
thetywest industrial, or no profits grade making use of the same amounts of 
iagon* and capital, just as rent measures the surplus of the produce of the better 
Jan ds over aad abo ve what would be produced by the same application oflaFour 
and capital to the least productive lands which contribute to the market, lands, 
which themselves bear no rent.” 1 * 

Thus, the differential incomes which accrue to the owners of various produc¬ 
tive services co-operating in industrial and commercial undertakings are not 
^diffe rent from the differential incomes earned from land. Ho lding the same 
^viewhlarshall^ that “in passing from the freTgifts of nature 

ti thiQyj»Hjhejnore permanent improvements, to farm and factory buildings to 
^steain _cnginerg rc. and finally to the less durable and less slowly made, imple- 
menuwHind a continuous series (of rents].” 13 He further remarksTEat^.even 
rent of land is seen, n ot as a thing by itself, but as the leading species of a large 
J^eixusuhough indeed it has peculiarities of its own which are of vital importance 
from the point of_y jgw of theory as well as of practice.” 11 There fTrBpnrted 
emp hasis in Mars hall’s Principles not to treat rent as something separate and 
exclusively applicable to land but to treat it simply as the normal result of the 
regular operation of the laws of value. 

|ln her famous book entitled Economics of Imperfect Competition Joan 
Robinson has brilliantly described the modern theory of rent. 16 The main cause 
for the emergence of rent, according to her, lies in the scarcity of any factor of 
production in relation to the demand for it. /Any factor of production, be it 
land, la bour, capital or enterprise will command rent if its supply is inelastic ^ 
llowanc c being made for the elasticity of substitution). There is no reason to 
supposeTh at it is only the land which is inelastic in supply. InelasTicity of 
supply in relation to demand is a feature no less of the man-made'goods than it 
]s the n atural or God-made goods, viz., free gifts of nature. DuringlBort 
^period, factors belonging to categories other than ‘land* have land^SspficT of 
scarcity ~7n tfr em i. e. t they are practically fixed in stock for shortperipjlaW* 
hence^heir incomes stand in the same relation to the value of tfie~"j)£fl£luct$ 
"made b y them as do true rents. 1 * “If the supply of any factor of production is 
jjmixed_and incapable of much increase by man’s effort in any given period of 
time, then the income to be derived from it is to be regarded as of the nature of 
rent rather than profits in inquiries as to the action of economic causes during 


that period”, writes Marshall . 17 y 


i 


l2 F. A. Walker, Quarterly Jonrual of Economics, April 1887, p. 273. 
13 Alfred Marshall. Principles of Economics, Book VI, Chap. 3. 

11 Alfred Marshall, Op. clt., p. 249. 
l5 Joan Robinson, Op. clt.. Chap. 3. 

'•A Ifred Marshall, Op. cit. t p. 358. 

17 C.*». clt.. Chap. 8. 
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But does this mean that there is no difference at all between that factor which 
economists have termed ‘land’ and those factors of production which they call 
labour, capital and enterprise. The difference between them and land is that 
while in the case of land the inelasticity of suf^jfy is more or less permanent, in 
the case of other factors of production-labour and capital—it is temporary 
depending upon the time spent in their reproduction. 

It is obvious that no factor will earn rent, if its supply is perfectly elastic. An 
imaginary example of such a factor in perfectly elastic supply may be construct¬ 
ed thus: Suppose that individuals arc prepared to save and land money to any 
extent if they receive 5 per cent interest on it. Furthermore, also suppose that 
any rate of interest lower than 5 per cent fails to induce the savers to land al all. 
In a situation such as this, the rate of interest will not deviate from 5 per cent. 
If it rises, above 5 per cent the money market will be flooded by saving to such 
an extent that the whole loan market will not be in a position to absorb the 
entire supply of loanable funds. On the contrary, if the rate of interest falls be¬ 
low 5 per cent, then savings will be dried up altogether. Thus, the rate of 
interest will be only 5 per cent and capital would be in perfectly elastic supply 
at this rate of interest and it would be receiving no more than this necessary 
minimum. However, the fact that such an illustration is a case of pure imagina¬ 
tion makes it obvious that not even capital is in perfectly elastic supply in the 
real world. And it is still more obvious that the factors belonging to other 
categories are not likely to be in perfectly elastic supply. Thus factors of any 
category irrespective of the fact whether or not they belong to the category of 
‘land' will earn rent in the world. 


The first requirement for the emergence of rent is that the supply of any 
factor must be inelastic. In other words, its supply must have an clement of 
scarcity reflected in the rising supply curve of that particular factor. Tfis_second 
requirement is the presence of heterogeneity—the differences in efficiency as bet¬ 
ween different units of the same factor of production. These two elements are 
no less present in the case of capital or labour than they are in the case of land. 
Thus, rent is a normal phenomenon and accrues to all factors of production. 
The fact that the concept of rent applies to any factor of production which does 
not have a perfectly elastic supply can be illustrated by means of Fig. 33.2 
relating to labour. 

In Fig. 33.2, the money wage has been shown on the T axis and the number 
of workers willing to work have been shown on the A'-axis. SS is the less than 
perfectly elastic supply curve of labour showing that wage rate has to rise if 
more workers have to be attracted to the industry for work. DD is the demand 
curve for workers. When the daily money wage per worker is less than OS there 
is no supply of labour. At OA money wage, the total number of workers 
wdling to work in the industry is OK. However, this number of workers is in- 
sufficiem to meet the entire industry demand for workers. Thus, before the less 
willing workers can by attracted to the industry the money wage should rise 
When the money wage rises from OA to OB, KL number of additional workers 

t0 » 1 y making lhc ,0tal su PP'y of 'abour available to the 

“ owe, ' r '.“."o* at OB money wage the total number of 
workers wiling to work m the mdustry is less than the demand for them and 
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the money wage has to be increased in order to attract more workers to the 

industry. As the money wage 
rises to OC, the number of 
workers willing to work in the 
industry increases to OAT. But 
even now the total supply of 
labour is less than the demand 
for it. Thus, money wage rises 

to OD and here the total 

• 

supply of workers and indus¬ 
try’s demand for them are 
equal. However, in the industry 
there cannot be different rates 
of wages for the same class of 
workers. Thus workers who 
are willing to work in the in¬ 
dustry at less than OD money wage will also get the payment at the rate paid to 
the marginal worker N, i.e. t at the rate of NH (=0/)) money wage. Thus, all 
the intra-marginal workers beginning from O up to N who are willing to work 
in the industry at lower money wage enjoy surplus analogous to rent of land. 
The total rent accruing to the OK group of workers will be SEPD ; to KL block 
of workers EFQP\ to the LM group of workers FGRQ and to the MN group 
workers GHR. The total amount of rent enjoyed by the workers is equal to the 
deep-shaded area SHD. 

In Fig. 33.2 which is not different from Fig. 33.1 used in connection with 
Ricardian theory of rent (except that Fig. 33.1 is in terms of physical returns, 
while Fig, 33.2 is in terms of cost) we find that as in the case of land, rent de¬ 
creases as margin draws near. Similarly, here too the amount of surplus enjoyed 
by each successive group of workers decreases progressively as the marginal 
labour unit N approaches. 

In the Ricardian theory of rent, an increase in the demand for land caused 
the margin to shift downward leading to an increase of rent. Similarly here also, 
when the demand for labour by the industry increases, the total surplus enjoyed 
by the total labour force increases. In Fig. 33.2 when the industry’s demand 
curve for labour shifts upward from DD to D'D' the marginal unit of labour 
shifts from N to T. Now even N which was formerly at the margin of employ¬ 
ment becomes an intra-marginal labour unit earning surplus. Due to the rise in 
the demand for the labour by the industry the total amount of surplus accruing 
to the entire labour force which was SHD rises to SJT— representing an increase 
equivalent to the light-shaded area DHJT. So far as the separate groups of 
workers are concerned as a result of the rise in the industry's demand for labour 
the surplus enjoyed by the OK group increases from SEPD to SEP'T; in the 
case of KL the increase is from EFQP to EFQ'P in the case of LM group the 
increase is from FGRQ to FGR'Q'; in the case of MN groups it is from GHR to 
GHH'R while rent for the NT group arises equal to the area HJH'. This 
modern demonstration of rent accruing to labour resembles that demonstrated 
by Ricardo in relation to land alone. 


o 

5 



K L M N T 
Labour Supply 
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Transfer Earnings 

Economists measure the amount of surplus earned by different units of the 

factors of production in any particular use of industry on the basis of their 
transfer earnings. Transfer earnings refer to the amount of money which any 
particular unit could earn in its best paid alternative use. The concept of transfer 
earnings has a close bearing on the theory of economic rent. Joan Robinson 
- defines transfer earnings as the ’“price which is necessary to retain a given unit 
of a factor in a certain industry." 18 From the point of view of any one industry 
or use rent is a payment in excess of the transfer earnings of a factor of produc¬ 
tion. For example, if an acre of land under sugar-cane cultivation yields an 
income of Rs. 100 while, when devoted to its next best use—wheat growing—it 
yields Rs. 80, then from the point of view of sugar-cane industry the transfer 
earning of an acre of land will be Rs. 80—being the mioimum payment necessary 
to retain it in the sugar-cane cultivation—and consequently the rent of one acre 
from the point of view of sugar-cane industry will be Rs. 20. Where the transfer 
earning of a factor of production is zero, then the whole of its earnings in that 
use or industry is rent. While land from the point of one single industry or use 
has its alrernative uses and thus commands transfer earnings, from the point of 
view of the economy as a whole it has no alternative use at all and hence its 
transfer earnings for the economy will be zero and all the earnings of land will, 
therefore, be rent when we are considering not any one industry but the 
economy. 

> We can also think of a situation in which the entire earnings may be rent from 
the point of view of a single industry. Suppose there is a mid-Atlantic Ocean 
island which is used for reflueling stop-overs by the trans-Atlantic flights of 
planes by the air-transport industry. Let us also suppose that there is no other 
use of this island and that the industry has to pay for using the island. 

In this situation the entire payment made for using the island as a reflueling 
base is rent from the point of view of air transport industry. 

Rent and Price 

According to Ricardo, rent does not determine price but is determined by it 
for price is determined by the cost of raising com over the marginal or no-rent 
land under cultivation. According to the modern theory of rent, the transfer 
earning is the cost of using land (or other factors) in a given use, Thus, when 
land is used for wheat, its cost in wheat-use is the amount of the next best crop, 
say rice, which could be riased over it. However, land from the point of view 
of the economy as a whole has no alternative uses and hence no transfer earning. 
Thus, in calculating the.costpffhe aggregate output for the economy, rent will 
r excluded. To the society land is a free gift of nature. 

But from the point of view of an individual use or industry the position is 
different. Here land has a transfer price and, therefore, the whole of the earn¬ 
ing of land in that use or industry is not rent. Since the transfer cost is includ¬ 
ed in the cost, the part of the actual earning of land (or any other factor) in 

^Joan Robinson, op. elt ., p. 104. 
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any one industry or use which is equal to its tran^e^arnings is to be reckoned 
in the cost of production, the remaining, part of*ne earning, if any, being sur¬ 
plus, will not be included in cost. Thus, if under wheat cultivation an acre of 
land yields an income of Rs. 50 while in its next best alternative use—say rice— 
it yields an income of Rs. 40 then of the total income of Rs. 50 of land in 
wheat cultivation, Rs. 40 being its transfer price, will be part of costs of pro¬ 
duction of wheat and will, therefore, enter into the price of wheat while Rs. 10 > 
will be excluded. Thus, from the point of view of one particular industry, or 
use the whole of the earnine of land is not rent. It is neither wholly the deter¬ 
minant nor wholly the determinate of price. That part of its total earning 
in any particular use which is transfer cost is price-determining while the excess 
over it is price-determined. 

To an individual, however, the position is different. He purchases the use 
of land for a price just as he purchases the use of any other factor for a price. 
The price of his product must be enough to cover the payment he makes to the 
land-owner for the use of his land. To an individual, therefore, the whole of 
the rent of his land paid to the landlord is cost which determines price. 

3. QUASI-RENT 

r --- 

The concept of quasi-rent was first introduced in economics by Marshall to 
describe those short period returns accruing to factors of production which are 
similar to rent. Although, diffiult to define precisely, the concept roughly 
connotes the idea of the short-run earnings of a machine minus the short-run 
cost of keeping it in running order. Marshall reserves the use of the concept 
for the income derived from machines and other man-made appliance the supply 
of which is fixed in the short period. 

Quasi-rent refers to the short period earnings of any factor, which are of the 
nature of rent. The idea of quasi-rent flows from the fact that during short 

period the supply of machines, plants, capital and all other man-made goods is 

inelastic in relation to the changes in the demand for them. Thus, during the 
short period, other factors of production behave in a land-like fashion and as 
such their earnings include a surplus over cost analogous to rent. Although 
this surplus is similar to rent, it is not wholly rent for whereas rent persists 
even in the long period, this surplus disappears in the long period. What is 
rent in the short period ceases to be so in the long period. It is called quasi-rent 
because it has the features of rent only short period. 

Quasi-rent is a common phenomenon in economic life. Almost everywhere 
and everyday we can see quasi-rent earnings accruing to the factors of produc¬ 
tion. When the demand for any factor increases, its supply, however great a ^ 
command man may have over its supply, cannot increase immediately. There 
will be felt relative scarcity of the factor and so Jong as its supply does not 
increase, its earnings must increase duriog this period bearing no relation to its 
cost of production. This increase being surplus is a sort of rent. But as time 
gradually increases, it becomes possible to increase the supply as a result of 
which the surplus earnings gradually decrease, becoming zero in a truly long 
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period when the supply adjusts itself fully to the demand. Thus, earnings of 
the nature of quasi-rent accrue to the owners of those goods or services whose 
supply takes time to increase. Rubber or tea plantations are good examples of 
the goods whose supply takes time to increase, for rubber trees and tea plants 
take five years or tea leaves. This being so. if the demand for tea and rubber 
increases, the price for rubber and tea will rise according to the law of demand 
and supply and the owners of the existing rubber and tea estates will enjoy 
surplus earnings similar to rent. However, since the increase in the demand 
for tea or rubber is expected to be of permanent nature, lured by the tempta¬ 
tion of higher earnings, more tea bushes and rubber trees will be planted The 
result, however, will be seen only after a period of nearly five years when the 
trees planted mature and yield tangible result adding to the market supply of 
tea and rubber. Now, the prices of tea and rubber will once again come 
down to the level of of cost of production and the surplus earning will disappear. 
Thus, the surplus earnings enjoyed by the tea and rubber estate owners for 
nearly five years are quasi-rent. Similarly, we can pick up other examples of 
goods, (like ships, houses, etc.) whose supply does not rapidly increase in 
response to a rise in their demand, to illustrate quasi-rent. 

There is likeness amid unlikeness between rent and qua&i-rent While these 
two are alike in the short period, the two are unlike during the long period. 
The difference between rent and quasi-rent is well illustrated by Marshall’s 
famous ‘parable' of the meteor stones.” Assuming that a meteoric shower of 

* a fcw thousand large stones harder than diamonds fell all in one place, so that 
they were all picked up at once, and no amount of search could find any more, 
if it is discovered that they are very useful in industrial production, the pe ople 
whQ-fiick^d up these stones would be able ur'cfiarge a scarcity rent for them. 
In a situation like this, they own a ‘free gift of nature', whose supply is perfectly 
inelastic to changes in its price. Thus, the whole of the earnings of the stones 
would be pure rent in the short as well as in the long period. If. on the contrary, 
the stones are easy to find, so that they are in perfectly elastic supply, no rent 
would accrue to their owners. In between these two limiting cases it is possible 
to think of an intermediate case in which the supply of the stones is neither so 
perfectly inelastic as to earn scarcity rent permanently nor so perfectly elastic 
as to earn no rent at all but where it takes some time to adjust to a changed 
demand and where, therefore, quasi-rent is earned by those who found the 
stones. It is to this peculiar short-period return disappearing in the long period 
that the name quas.-rent is given. Such a rent can be earned by human beings 
just as easily as by inanimate capital goods, for the supply of labour can be 
inelastic m the short-period. 
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WAGES 



D ABOUR may be defined as human energy spent on mental or physical work 
or on both in combination to acquire income, and wages are the payments 
made for the productive services of labour. The term 'wage* may refer to price 
wage, time wage, money wage, etc. Normally, in economic discussions, the 
term is used to mean the money wage, the rate of money payment per hour 
or per day or per week or per month—and in a few cases per year too—for the 
mental and physical service of a person. It represents to the firm the labour 
cost of production. We commonly use the term “wage lever* which is com¬ 
pounded of the wage rate of many types of labour in innumerable occupations 
and trades. Some wage rates may be as low as a few paise a day, while others 
may be as much as Rs. 200 per day. “Wage level'* which is an average of all ’ 
types of heterogeneous wage rates is a vague but useful concept like the parallel 
concept of “price level*'. 

Characteristics of Labour 

It is necessary that the special characteristics of labour as a factor of produc¬ 
tion are noted at the outset so that the different theories of wage-determination 
can be better appreciated. 

Firstly, as the factor of production labour consists of the work of human 
beings and the payment made for the services consitutes the incomes of persons 
providing the services. Secondly, only the service of labour is bought and sold 
and not the worker himself who is the source of the labour service. Thirdly, 
because the factor service consists of work done on the part of human beings, 
considerations of personal likes and dislikes for work are major determinants 
of the supply of labour in any given occupation. Fourthly, because of the 
personal nature of labour service, the economic consideration of wages alone is 
not significant. Other considerations affecting the supply of labour are the 
number of hours worked, the relative security of work, working conditions, 
pensions, vacations, etc. Lastly, the basic source of labour supply is popula¬ 
tion which is not stricly related to economic factors. Population and labour 
supply are dependent primarily upon factors other than wage rates and no func¬ 
tional relationship between the wage rate and population can be formed. 

From time to time, different theories have been advanced to explain how 
labour's share in the national product is determined, but none of the theories is 
adequate or free from criticism. A consideration of the earlier theories wi 
assist us to comprehend more readily the explanation of wages which is raosi 
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widely held by modern economists. The most important of these wage theories 
are: the Subsistence Theory, popularly known as the Iron Law of wages, the 
Standard of Living theory; the Wages Fund theory; the Residual Claimant theory 
and the Marginal Productivity theory. 


1. THE SUBSISTENCE THEORY 


This theory was developed in the 18th and early 19th centuries when population 
was rapidly expanding in Western Europe but food supplies were relatively 
short. The theory found considerable support after the publication of Malthus' 
“Essay on Population". The theory was based primarily on two assumptions. 
The first assumption was the operation of law of diminishing returns in produc¬ 
tion according to which there were definite limits to a continued high rate of 
expansion of food production. The second assumption was that population in 
the absence of checks increased at a faster rate than the rate at which food 
supply increased. These two assumptions as to world conditions were in 
obvious conflict and the result was the determination of wages over the long 
run at a bare subsistence level the amount which was just sufficient to 
maintain the worker and his family. 

The subsistence theory of wage determination held that labour was a commo¬ 
dity, bought and sold between employers and workers at a price which in the 
long run would be equal to the cost of production, in the same way as the value 
* of other commodities tended to be determined by their cost of production. 
The cost of production of labour was taken to be subsistence level, the minimum 
necessary for existence. Wages must approximate to this level; if they were, at 
any time; above this natural rate labourers would tend to increase in numbers, 
population and labour supply would expand. With the increase in the supply 
of labour, wage rates would fall toward the long run or natural rate. On the 
other hand, market rate of wages below subsistence level would be accompanied 
by starvation and disease resulting eventually in a shortage in the supply of 
labour and in the consequent rise in the wages offered to the workers. Ricardo, 
in fact, believed that the price of labour—wages—estimated in food and other 
necessaries would be absolutely constant and rigidly fixed for all time. Hence 
the German writers called the subsistence theory as the “iron’’ or “brazen" law 
of wages. 


The subsistence wage theory is primarily an attempt to explain long-run wage 
levels and not the market wages existing at any point of time. Although un¬ 
sound as a doctrine, it is fairly correct empirical description of actual facts in 

c^J?hT.r rld iD m ° S ' PaftS ° f thC 8 ' 0be - The ,heory enables «* >° appre¬ 
ciate that there is a minimum below which normal general wages cannot fall if 

n e ab, up a plyo H f iabour is t ° * mainiaiDed - The r “°^-ion of,r f i;L 

enabled modern economists to propound a theory of wages which is more in 
Ss a d“eTtf “ ' conditions. The theory, however, has many 


Criticism of the Theory 

1. The theory does not take notice of the influence on wage, of demand for 
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labour. It is a cost of production theory and explains wages from the side of 
supply alone, whereas in the determination of price of every good and service, 
including labour, both demand and supply should be considered together. By 
ignoring the influence of demand for labour in the determination of wages, the 
theory has given no recognition to the role of productivity of labour in wage 
determination. 

2. The theory is pessimistic because it contemplates no bright future for labour p 
and excludes all possibility of improvement in the condition of labour either 
through increased labour efficiency or due to general economic progress. 

3. The theory ignores completely the efficiency of workers. It is true that in 
certain cases efficiency would disappear if wages remained at the subsistence 
level for long. But in most cases the workers may be specially gifted, or better 
qualified or more enduring. With the increase in efficiency the labour producti¬ 
vity also increases and with it wages also increase. 

4. The theory does not explain the causes of differences in wages as between 
different regions, trades and persons. Even in the same locality and factory, 
differences in wages are found. If all 'labourers must get the bare necessaries of 
life, all must get the same amount of wages. This, however, does not happen 
in real life. The theory, therefore, ignores the fact that labour is heterogeneous 
and the supply of labour depends upon standards of living quite apart from 
biological forces. 

5. The theory is based on the Malthusian theory of population according to 
which a rise in wages above the subsistence level is immediately followed by 
growth of population which forces down wages to the level of subsistence. But 
experience has shown that a rise in wages leading to a higher standard of living 
restricts the supply of labour. In that case, wages will not fall to the level of 
subsistence. 


2. THE STANDARD OF LIVING THEORY 

The standard of living theory of wages is a refined version of the subsistence 
theory of wages. According to this theory, wages are determined by the standard 
of living of the workers, and therefore, they are neither constant nor independent 
of the efficiency of the labourers. By standard of living, we mean not on y he 
availability of bare necessaries of life to the workersbut alsoP'ovisionforthc 
education of worker's children, recreation etc., to which a worker is habituated. 

This theory has three merits in its favour. , . 

Firstly, the theory takes into account the efficiency of the worker and als 

his productivity. It is pointed out that wages which are equaltostan^f 

living promote the efficiency of the workers and that they are justified beca , 
of the higher productivity of the workers. Secondly, it is said thatt * wortos 
of a particular grade are paid high wages for a considerable period o 
become accustomed to a higher standard of living than that which they^ontKriy 
enjoyed and they will strive to maintain this higher standard o! living e 
means postponement of marriage or restriction of the size of *e. 

Thirdly, those workers who get wages above the subsistence levell may ? 

of the amount for the future and with their saving in their possession, y 


Wages 477 

betler equipped to fight against their employers for ways that may enable them 
to live up their standard of living. 

Criticisms of the Theory . 

In spite of its merits and its applicability to the determinat.on of wages in the 
long period the theory has been subjected to many crit.c.sms. Firstly, there is 
no such thing as a standard of living to which a worker is accustomed. In fact, 
workers do not have any fixed standard of living. . 

Secondly, if wages depend upon the standard of living to which a wor * er ,s 
accustomed, these should not change frequently for a worker's standard of living 
remains fixed for quite some time; wages, however, change frequently in practice. 

Thirdly, if it true to stale that wages are determined by the standard of living 
of the workers, it is also equally true to say that wages determine the standard 
of living of the workers. A person’s standard of living, in fact, depends upon 
the amount of income which he enjoys; but a man’s income itself depends upon 
his wage. It is difficult, therefore, to answer this question as to which is the 
cause and which is the effect. 

Lastly, it is true that the standard of living has some impact on both the 
demand and supply of labour. But this impact is essentially indirect and remote. 
Wages are determined directly by demand for and supply of labour and standard 
of living can influence wages only through its influence on the demand or the 
supply of labour. 

In short, although the standard of living theory of wages is more refined than 
the crude subsistence theory.it is inadequate to explain the determination of wages. 

3. THE WAGES FUND THEORY 

This theory was first formulated by J. S. Mill, although it was known to the 
earlier economists. The theory states that "wages depend upon the proportion 
between population and capital” or rather between "the number of labouring 
classes who work for hire and the aggregate of what may be called the wages 
fund which consists of that part of circulating capital which is expended in the 
direct hire of labour”. According to Mill, every employer sets apart a given 
amount of capital for payment to the labourers, known as the wages fund; it is 
called fund since it is almost unchanged and constant. Since the wages fund 
is constant, wages will depend directly upon the size of the labour force—i. *., 
wages will vary inversely with the size of labour force. If size of labour force 
increases due to increase in the population, the wages fund remaining un¬ 
changed, wage rate will fall. The opposite will happen when the size of labour 
force contracts. 

If follows from the theory that a rise in wages will be possible only under 
two conditions. Either the wages-fund should increase (which can be brought 
about by an increase in saving) or there should be a fall in the number of 
labourers competing for employment. Under the influence of Malthus, Mill 
believed that population normally increases at a faster rate than savings while 
any increase in wages would lead eventually to a larger labour population and a 
consequent fall in general wages. It was, therefore, maintained that a rise in 
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the level of general wages would be impossible unless the workers restricted 
their number by limiting the size of their families. Furthermore, it was held 
that if a rise in the general wage level could be brought about without any 
proportionate rise in the total wages-fund or fall in the number of workers, then 
that rise could be secured only at the expense of interest or of profits. This 
would prove, in the end, to be detrimental to the interests of labour because a 
rise in wages at the expense of interest and profit accruing to the capitalists would 
eventually lead to the withdrawal of some capital and enterprise from the 
industry; in consequence, the demand for labour would increase and wages 
would again fall to the original level. The conclusion of the theory, therefore, 
was that rise in wages was impossible except through a reduction in the number 
of workers. 


The wages-fund theory marked an advance on the subsistence wage theory in 
that it endeavoured to allow for the factors of demand (wages-fund representing 
the demand for labour) as well as of supply. Thus, it paved the way for the 
evolution of a theory of wages based on the demand for and the supply of 
labour. But the wages-fund theory was open to the following objections. 

1. The wages-fund theory is merely an expression of self evident fact, in the 
sense that the wage rate is found out by dividing the total amount of money 
meant for labour payment by the number of total workers. But the theory 
does not go much beyond this self-evident fact and does not tell us how the 
“fund” meant for wage payment to labour arises and how it can be estimated. 

2. The size of the wages-fund is not fixed independently of the number and 
quality of the labourers. Employers will increase the proportion of capital 
applied to the hiring of labour if such a course is warranted by the greater rela¬ 
tive efficiency of workers. The total amount of capital paid in wages which 
Mill assumed is given is not a fixed amount but depends upon the number as 
well as the efficiency of workers. 

3. The wage rate in not necessarily dependent of the total amount of capital 
available. It is pointed out that wages are usually high in new countries where 
capital is actually less plentiful than in the old countries. High wages are ex¬ 
plained because of the smaller number of workers as compared to the demand 
for them and the higher productivity of these workers. 

4. The wages-fund theory is unscientific and illogical because it thinks of the 
wages-fund first and the determination of wages later. In fact, we should find 
out the wage per worker first and from it calculate the wages-fund. Besides, 
national dividend is a flow and not a stock and wages are paid out of the total 
national dividend and not out of any fixed fund specifically allocated for the 


purpose of wage-payment. 

5 The wages-fund theory is unrealistic and cannot explain many features oi 

wage determination. For example, a labourer's wages are often raised neither 
because of an increase in the wages-fund nor because of reduction in the size oi 
working population but because of the presence of competition between the em¬ 
ployers. The wages-fund theory can not explain the rise ,n wages in such cases- 

6 Some of the assumptions of the wages-fund theory are not borne out by 
facts. For example, the assumption that wages can increase only at the expense 
of profits, cannot be accepted. The law of increasing returns and the greater 
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efficiency of labour as a consequence ol higher wages may result in an increase 
of the total output sufficient to raise simultaneously both wages and profits. 
The assumption that an increase in wages at the expense of profits will imme¬ 
diately drive capital out of an industry and so cause a decrease in the demand 
for labour causing consequently fall in wages, is not true because capital is not 
so mobile. Besides this capitalists are accustomed to fluctuations in the rate of 
profit. Therefore, capitalists will not regard every change in wages as a reason 
for changing their investment activities. Again, the wages-fund theorists assume 
that a rise in wages will necessarily result in an increased population and in a fall 
in the wage rate. Empirical studies shows that in many countries rise in wages 
and standard of living have generally been followed by the fall in population. 

7. The wages-fund theory cannot explain inequality of wages in different 
industries. The theory assumes that labour is homogeneous. This is not true. 
According to the theory a rise in wages in one trade cannot persist for a long 
period, because workers will be attracted from other industries and the increased 
competition will ultimately bring about a fall in the rate of wages. This is true 
to some extent, but inequalities continue to exist. There is considerable 
immobility of labour between occupations and regions and this fact explains 
the persistence of wage differences as between different occupations and regions. 

8. There is a certain amount of confusion between the statement of the theory 
and its explanation. The theory states that wages are determined by the forces 
of demand and supply. The theory proceeds further to state that the demand 
for labour depends upon the amount of capital, which is fixed or constant. 
From this statement it follows that the level of wages will depend solely upon 
the supply of labour—in other words, for wage-determination wages-fund is of 
no consequence at all. The theory started by saying that wage would depend 
upon the size of the wages fund and the number of workers, but reached the 
conclusion that wages-fund did not matter; wages depend only upon the size of 
the working population—which depends upon the minimum subsistence in the 
long run. The wages-fund theory, thus resembles the old, discarded subsistence 
theory on wages. Moreover, the practical implications of the two theories are 
also the same—rise in wage rates will not be possible. But there is a difference 
between the two theories. The iron law of wages holds that wages can never 
remain fixed at a level higher than the level of subsistence; there is a natural law 
pulling down wages to the subsistence level. But under the wages-fund theory 
there is no such necessary implication; if the number of labourers is not very 
large, the rate of wages need not fall to subsistence level. 

4 THE RESIDUAL CLAIMANT THEORY 

According to Walker, the total product of industry is to be divided into four 
parts—rent, interest, profits and wages. The first three parts are determined by 
economic considerations independent of what is being produced by the industry. 
After all these three (relatively fixed) payments are made, the reminder or resi¬ 
due of the total production goes to labour in the form of wages. Labour is left 
behind as- the residual claimant to the product in the end. “The wages of a 
working man are ultimately co-incident with that he produces after the deduc- 
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lion of rent, taxes and the interest on capital.” Walker, thus, relates wages to 
the efficiency or productivity of the worker. According to him, under free 
competition, the greater the efficiency of the worker, the greater the share of the 
total product which he can claim. 

The residual claimant theory of wages has an important merit. The theory 
recognises the fact that, in the long run, labour must benefit from its contri¬ 
bution to production, and particularly, in so far as the product is increased due 
to the greater efficiency of the worker—the more the worker produces, the more 
he earns. In other words, the residual claimant theory recognises labour’s claim 
to that portion of the national income which is due to its exertions. The theory, 
therefore, is a better explanation of wage determination as compared to the ear¬ 
lier theories. Besides, the theory explains the existence of differences in wages 
in different occupations and regions, and differences in efficiencies or producti¬ 
vities. Thus, the emphasis on efficiency or productivity of labour has helped 
later writers to evolve a more suitable theory of wages based on the marginal 
productivity on one side and on the level of subsistence on the other. 

But the residual claimant theory is subject to many criticisms. Firstly, 
Walker s statement that rent, profit and interest are fixed by economic consi¬ 
derations independent of the volume of output produced, implies that these pay¬ 
ments arc of the nature of fixed or constant prices aod that when the output is 
increased the share going to the factors of production other than labour remains 
constant. But this is not true because all these incomes, particularly profits 
accruing to the organisers, change with the change in output. 

Secondly, it is held that profits—the excess part of profits—are really of the 
nature of surplus or residue. All other factors get fixed prices. It is, therefore, 
wrong to hold that wages are residual income. In this way we can consider 
every type of income as a surplus or residue.. 

Thirdly, the most important error of this theory is that it ignores the part 
played by the supply of labour in the determination of wages. It does not take 
into account the relative scarcity or abundance of labour in the determination 
of wages. 


5. WAGE DETERMINATION UNDER PERFECT COMPETITION 

The modern theory of value is always explained in terms of demand and supply. 
Wages—price for the services of labour—also analyed in terms of the demand 
for and the supply of labour. 

Demand for Labour 

The demand schedule for labour for a firm indicates the different quantities of 
labour which will be employed by the firm at different wages. So far as the 
demand for labour is concerned the firm considers the marginal physical produc¬ 
tivity of labour calculated in money terms. Its demand curve for labour will be 
expressed in terms of marginal revenue product (marginal physical productX 
marginal revenue), which according to the law of variable proportions, will fall 
after a certain stage. A firm will employ only such number of labourers that 
the marginal reveoue product is equal to the marginal outlay incurred by the 
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firm on hiring the workers. The total demand for any given type of labour is 
the sum of the demand schedules of the various firms. Under perfect competi¬ 
tion a firm will, however, employ labour up to a point where the value of the 
marginal product (marginal physical product x price of the product) is equal to 
the wage. 

The demand for labour, or to be more exact, the elasticity of demand for 
, labour, depends upon three important determinants. In the first place, techno¬ 
logy for the input-output relationship in a firm affects the demand for labour. 
Technology affects the rate of fall in the marginal revenue product of labour as 
additional workers are hired. If the proportions of fixed resources and variable 
labour are technologically inflexible, after a certain stage the marginal physical 
product of labour will drop considerably, bringing down, in turn, the marginal 
revenue product of labour. In such cases, the price of labour will fall sharply 
before the firm will employ additional units of it. On the other hand, if the 
technical conditions of production are such that the marginal physical product 
and consequently the marginal revenue product fall gradually as more labour 
units are employed, a slight fall in the wages will be sufficient to induce the 
firm to hire more labour. Again, it is on the particular technique of production 
employed by the firm that the elasticity of substitution between labour and other 
factors of production depends. 

The second determinant of the demand for labour is the demand for the 
product which labour helps to produce. The demand for labour is a derived 
^demand, derived from the demand for its product. The greater the consumer 
demand for the product, the greater the producer demand for the labour in¬ 
volved in making it. Although it can be broadly stated that the elasticity of 
demand for labour will depend on the elasticity of demand for the firm's 
product, it will be wrong to infer that the two elasticities of demand will be 
the same. 


Thirdly, the demand schedule for labour will be influenced by the relative 
prices of other factors of production and also the degree of substitution between 
labour and other factors of production. If the other factors of production are 
?*‘ ly,,h ' re . wl11 ** a na,ural substitution in favour of labour (given of course 
d«I n 81 possibilities). If their prices fall, the demand for labour may 


‘ he demand f ° r lab ° Ut i$ a,SO 1Qflucnced b y 'he supply conditions 
° C0 °Per»"ng inputs. If the supply of other inputs is inelastic then 
the demand for labour, ceteris paribus, will be inelastic and vice versa 
Thy typical demand schedule for labour is inelastic during a short neriod hut 
over a long period of time, the demand ,s likely to be 

.profit tyofsubs,itui,onofiabourfor capi,ai - v*e^ron f ;i: 


Supply of Labour 

By the supply of labour we mean the different amounts of hm,rc ^ 

given type of labour which will be offered for \ days ° f a 

mally, the higher the wage oifcred^^ Ia^^SfST^^^ N ° r ' 
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from those of other commodities and factors. Since labour service is supplied 
by individuals who can make their own decisions, the fundamental determinant 
of labour supply is the psychology of the individual, i. e., his attitude towards 
work and leisure and as between various possible employments and places, will 
be the fundamental determinant of how much labour will be supplied at a given 
wage either for particular occupations or for the entire economy. 

We should note here that both economic and non-economic factors play an 
important role in determining the supply of labour. Although the worker usually 
maximises his money income, in some cases he may not be interested in maxi¬ 
mising his money income. Instead, he may be motivated by the non-monetary 
consideration such as inertia, attachment to his surroundings and fear of the 
unknown and thus may not move to a better-paid job. Again, considerations 
of tradition, culture and habit play a much more significant part in determining 
labour supply than the supply of other factors. Besides the potential supply of 
labour is dependent upon the size of population and the age distribution of 
population, the determination of which is almost entirely non-economic in 
character. Lastly, the analysis of labour supply is complicated by problems of 
the definition of the units of labour service. For example, changes in actual 
effective labour supply may occur as a result of changes in the number of wor¬ 
kers available, the hours worked, the intensity of work and the skill of the wor¬ 
kers. All these points prove that the shape of a typical individual’s supply 
curve of his own services is not definitely known but it is generally thought to 
slope upwards to the right, indicating a willingness to supply more man-hours of * 
work per day if the wage rate per hour is higher. 

We shall now explain two factors to which the supply of labour of any parti¬ 
cular type is related and upon which the slope of the supply curve depends. In 

the first place, the supply of labour depends upon the degree of possibility of 

occupational shifts. It may be easy to enter or to get out of certain industries, 
while it may be difficult to do so in certain other industries. So far as transfer 
of workers from one occupation to another is concerned, persons can be induced 
to transfer only if they are offered higher salaries. This occupational shift wi 

depend upon: . 

(a) the extent to which persons in other occupations possess or can acquire 

the necessary skills; . . 

(b) the relative importance of non-monetary advantages such as prestige, j 
security, pensions, etc. of the various occupations; and 

(c) the cost of transfer which affects the willigness to shift from one trade to 

an Now!'to the extent the supply curve of labour represents the shift of workers 
from one occupation to another, it will have the usual positive slope-higher 
wages inducing workers to shift from the low-paid to the comparatively h*h- 
paid occupations. The supply of labour in any particular occupation isrnore 
elastic in the long period than in the short period due to the possib.li y 

bhifting between occupations. . 

The second factor which affects the supply schedule of labour is the w 
leisure ratio. The supply of any particular type of labour depends no y 
upon the shift of labour between differed occupations but also upon the effect 
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of wage changes on the number of workers in the labour market and the number 
of hours per day they are willing to work. There are two possible, apparently 
opposite, effects of changes in the wage on the supply of labour. A rise in 
wage rate will encourage substitution of work (income) for leisure on the part 
of workers and will lead workers to work more when wages rise. This is the 
substitution effect of an increase in wages. On the other hand, higher wages by 
^ providing more income, allow and encourage workers to enjoy grater leisure. 
This is the income effect of an increase in wages. As the first effect of wage 
increase is positive and the second effect is negative, it is difficult to predict the 
net effect on the supply of labour due to changes in wages. Thus, it is very 
difficult to state definitely the exact nature of the supply curve of labour. The 
supply curve may be sloping upward to the right smoothly, or it may first slope 
upward to the right and then turn to the left to indicate that beyond a certain 
rise in the wage, the desire to enjoy leisure on the part of labour is greater than 
the substitution effect in favour of work. 1 


Wage Determination 

In a perfectly competitive labour market we assume that the supply of and 
the demand for labour of a given kind are without monopoly elements. We 
assume a large number of small employers, each requiring a very insignificant 
proportion of the total labour force and all acting independently in their demand 
for it. At the same time, there is a large number of workers of the same kind, 
■*ho are not organised and who offer their services individually. Furthermore, 
we assume perfect mobility of labour as between different firms and regions. 
Lastly, we assume that not only in the labour market, but also in the product 
market perfectly competitive conditions are present. In such a perfect market, 
equilibrium wage will be determined at that level where the demand for labour 
of a particular type is equal to the supply of that labour. At any higher wage, 
some workers will be unable to find y 

employment and will consequently 

bid down the wage rate until all can St 

be employed. If, on the other hand, / 

the wage rate is below the demand- N. / 

supply equilibrium, the demand for g, 'SA' 

workers will exceed their supply and > w "X 

the wage rate will rise through / X. 

competition among the employers 
for labour. (This is illustrated in 

Fig. 34.1 where wage rate and labour 1 

units have been shown on the axis ibo 200 300 400 

K>f Y and axis of X respectively Labour Unit 

DlDl and SlSl are respectively the Fig 34 j 

demand and supply curves of labour showing the different amounts demanded 

supply curve of labour. ** ,nc0mc dfcct * Wn * a Positively-sloped 
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and supplied in the labour market at different wage rates under competitive condi¬ 
tions. In equilibrium—where the amount demanded is equal to the amount 
supplied —OQ is the total number of workers who are employed at OW wage. 

Once the wage rate is determined for the entire industry, each competitive 
firm accepts that wage rate as given for it. In other words, the firm can purchase 


Industry Firm 
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Fig. 34.2 

any quantity of labour it wishes to buy in the labour market without raising the 
wage rate. It is so because its total demand for labour constitutes an infinitesi¬ 
mal part of the total industry demand for labour. In such a situation the wage 
is determined by the intersection of the industry demand curve for labour DlDl 
and the industry supply curve of labour SlSl at OW wage. Any wage other 
than this particular wage will be unstable in the perfectly competitive labour 
market because the total amount of labour demanded at that wage will either 
exceed or fall short of the total supply of labour available at that wage. Since 
the individual firm accepts OW wage as given, the supply curve of labour for 
the firm is perfectly elastic at this wage rate. This is shown by the horizontal 
wage line for the firm in Fig. 34.2(B). The supply curve of labour to the indivi¬ 
dual firm will be horizontal as shown in Fig. 34.2. 

Relationship between Wage and Productivity 
We have shown that under perfect competition the price ol the product will 
be equal to the average cost and marginal cost of production in the long run. 
Similarly, in the long run under conditions of perfect competition, the wage of 
labour will be equal to the average and the marginal revenue products of labour 
to a firm. We shall explain here briefly how the average and marginal revenue 
productivities of labour are calculated, before we can show their relationship to 
wages of labour. The Table 1 has been prepared on the assumption that 
keeping the quantity of other factors of production constant, the quantity of 
labour employed is varied (alternatively, the assumption could also be made 
that labour alone produces, i.e. f a single factor situation) and that the price of 
product (column 5) as well the price of labour, i.e. t wage rate (column 8) are 
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constant, whatever be the amount 
cd. These are valid assumptions 


of output and the quantity of labour employ- 
under perfect competition. 


Table. 1. Physical and Revenue Products of Labour 


Labour 

units 

Total 

physical 

product 

(units) 

Average 

physical 

product 

(units) 

Marginal 

physical 

product 

(units) 

Price of 
the 

product 

(*') 

Average 

revenue 

product 

(8X5) 

(Rs.) 

Marginal 

revenue 

product 

(4x5) 

(Rs.) 

Wage 

(Rs.) 

1 

2 

3 

4 

5 

6 

7 

8 

■ 

6 

6.0 

6 

1.00 

6.00 

6.00 

5.00 

1 

2 

13 

6.5 

7 

1.00 

6.50 

7.00 

5.00 

3 

21 

7.0 

8 

1.00 

7.00 

8.00 

5.00 

4 

28 

7.0 

7 

1.00 

7.00 

7.00 

5.00 

5 

34 

6.8 

6 

1.00 

6.80 

6.00 

5.00 

6 

39 

6.5 

5 

1.00 

6.50 

5.00 

5.00 

7 

43 

6.1 

4 

1.00 

6.10 

4.00 

5.00 

8 

46 

5.8 

3 

1.00 

5.80 

3.00 

5.00 


0 In the above table, column 1 represents labour units which are variable. Columns 
2, 3 and 4 represent the total average and marginal physical products of labour 
and indicate the operation of the law of variable proportions according to which, 
if one factor alone is varied, the total returns will increase in a disproportionate 
manner or average and marginal returns will first rise, reach a maximum and 
then fall. Column 5 represents the 
constant price for the product. This 
column, multiplied by columns 3 
and 4 will give us average and 
marginal revenue products of labour. 

For example, when two labour units 
are employed, the average product 
for a labour unit is 6.S physical 
units of product and since the price 
of each unit is Re. 1, the average 
revenue product is Rs. 6.S0. Column 
8 shows the constant wage per unit 
of labour. We arc here interested 
> in the average and marginal revenue products of labour. These products, as 
the table shows, first rise, a maximum and then fall. They are illustrated in 
Fig. 34.3. 

Now, every employer seeking either to maximise his total profits or to 
minimse his losses will stop employing labour at the point where the marginal 
cost of employing labour (/. e. t wage) to him is equal to the marginal revenue 
product of labour which he derives from employing labour. If he proceeds 
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beyond that point, cost on labour will be more than the marginal revenue 
product from labour. Thus, the marginal cost of employing labour for the 
firm should always be equal to labour’s marginal revenue product. We can go 
a step further and state that under perfectly competitive conditions, the uniform 
wage which the firm plays to all units of labour will be the average cost and 
marginal cost of labour for the firm and, therefore, the wage is equal to marginal 
revenue product of labour. The question now is: what is the relationship bet¬ 
ween wage (AC of labour) and average revenue product of labour? > 

We can visualise following three possible relationships between labour's wage 
and its average revenue product: 

(a) It the wage is higher than the average revenue product of labour the 
employer will incur a loss in employing labour; 

(b) If the wage is lower than the average revenue product of labour, the 
employer will secure a profit by employing labour; and 

(c) If the wage is equal to the average revenue product of labour, the employer 
will get neither profit nor incur loss. 

These three situations are illustrated in Fig. 34.4(A) Fig. 34.4(B) and Fig. 
34.4(C) respectively. 

In the short period, any one or all the three alternatives are possible. A firm 
may experience losses, if the wage happens to be higher than the average revenue 
product of labour. It may experience profit, if the wage line lies below the ARP 
curve of labour. Or, the firm may get neither profit nor loss if the wage line 
is tangent to labour's ARP curve. The student should note here that profit or . 
loss arises for the firm by employing labour, apart from any profit or loss which * 
the firm may get by selling the product. 

If some firms are incurring losses during the short period because the average 
wage they pay is higher than the revenue they are able to secure from labour, 
they will suspend production. The demand for labour will be reduced and 
consequently, wages will fall. At the same time, reduction in the number of 
firms will lead to a fall in the production in the commodity which will have the 
effect of raising its price and, therefore, will have the effect of raising the average 
revenue product. Thus, on the one side, the wage line is lowered and on the 
other hand, the average revenue product curve of labour shifts upward eventua¬ 
lly they may becoming equal in the long run. 

The second alternative relationship between wage and the average revenue 
product of labour is possible in the short run but not in the long period. For 
the existence of profit—when wage of labour is less than the average revenue 
product of labour—will attract entry of new firms into the industry with follow¬ 
ing two complementary effects: 

(a) the demand for labour will rise and consequently wages will rise; and 

( b ) the production of the commodity will increase; the price will, therefore, ^ 
fall, and consequently the average revenue product of labour will also fall. 2 

These two effects will lead to the elimination of profits in the long run. In 


•It will happen because the average revenue product is calculated by multiplying the aver 
age physical product of labour by the price of the product. 
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lonn neriod when the firms and the industry are in equilibrium, therefore, there 

SSL excess profits nor losses. No new firm will be attracted and no 

existing firm will find it necessary to leave the .ndustry In the long ru “- u " der P 
feet competition, wage of labour will be equal to both the average and margmal 



y 
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Fig. 34.4 


revenue products of labour. This corresponds to the other condition of perfect 
equilibrium viz., the price of the product will be equal to its average and margi¬ 
nal cost of production. 

6. WAGE DETERMINATION UNDER IMPERFECT COMPETITION 


Money empirical studies have pointed out that purely competitive markets are 
very rare, if not completely absent. In only a few labour markets, there are 
large numbers of small employers, all acting independently of one another. 
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employing non-unionised workers, with market wages constantly adjusting to 
maintain equilibrium between supply of and demand for labour. Now-a-days, 
employers as well as workers are highly organised. There are strong labour 
unions and employers' associations in every important industry and trade. 
Although there are many types of imperfectly competitive situations in the labour 
market, but two are important. Firstly, there are certain labour markets where 
the employer wields a superior bargaining position in determining wage—a case 
of monopsony. Secondly, most labour markets arc characterised by the existence 
of strong labour unions which control the supply of labour, and employer 
organisations which exercise monopsonistic control over* the demand for 
labour services. Wage determination is the result of bargaining between these 
two organisations. This is a case of monopoly-monopsony or bilateral monopoly. 

The first type of imperfectly competitive labour market—monopsony—is 
generally found when: 

(a) the number of employers is either very much smaller than the number of 
workers, or there is only one employer; 

( b ) the workers are not highly mobile from one employer to another; 

(c) the workers' bargaining position is very weak; and 

(J) there is effective competition among the workers for work but no such 
competition exists among employers for workers. 

In monopsony wage determination, the influence and extent of domination 
over wages by the employer depends partly upon the mobility of workers and 
partly upon the extent of competition among employers, if there arc more than 
one employer. The actual wage which the worker gets may be anywhere between 


the following two extremes: 

(j) If there is only one employer in the locality and if the mobility of labour 
is almost nil, the necessary wage may be extremely low, just high enoug to 
induce the workers to seek employment instead of starving to death. 

(ii, If there is high mobility among labourers, the supply schedule of labour 
will be highly elastic and the competition among the employers will bring the 
wage level close to the purely competitive level of wage rate. 

In the second type of imperfect competition, wages arc the result of bargain¬ 
ing between the employer and the trade union. The employer attempts to fix a 
low level of wages for his workers although many enlightened employers volun¬ 
tarily ofTer higher wages so as to keep their workers satisfied and thus to raise 
their efficiency in production. The objective of the trade union is to raise the 
wage rate as much as possible, in fact, there is no maximisation of wage rate, as 
far as it is concerned. The actual level of wages will be the result of the mutual 
bargaining strength of the two parties concerned If the employer .s financially 
sirong, and if he is not afraid of any temporary loss either of h,s goodw.l or of 
income due to a strike, the wage level will be fixed at the usual low leve On 
the other hand if the trade union is very strong in membership as well as in 
finance and if it is hopeful to carry through successfully a strike as andwhen 
declared, wage rate will be high. The actual wages w,.. be anywhere between 


these two extremes. 
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Whatever be the type of imperfect competition we are considering, the wage 
of labour will be less than labour’s 
marginal revenue product. This is 
so because the supply curve of labour 
for a firm under imperfect competi¬ 
tion, under oligopsony or monop¬ 
sony is a rising curve indicating that 
the firm will be able to secure the 
larger supply of labour only by 
offering higher wages and the 
equality of the marginal labour cost 
and marginal revenue product of 
labour will take place at a higher 
level. This is illustrated diagramma- 
tically in Fig. 34.5 where the total 
number of workers employed is OQ and the wage rale is QW. 

The monopsonist will stop employing labour beyond R, where the marginal 
outlay incurred on labour (MCl) is equal to the marginal revenue product of 
labour. But the wage rate is QW showing monopsonistic exploitation per worker 
equal to the difference between the MRP and AC, corresponding to OQ number 
of workers employed, i. e.\ QR-QW= WR. The total monopsonistic exploitation 
of labour is equal to WRKL. Exploitation is said to arise when wage is less than 
the marginal revenue product of labour. 

Exploitation of labour, as Joan Robinson has pointed out, will arise if there 
is imperfect competition in the commodity as well as in the labour markets i. e.; 
under either oligopoly—oligopsony or monopsony market situations. Since 
trade unions bring about perfect elasticity in the supply curve of labour—hori¬ 
zontal straight line—exploitation may be removed if the commodity market is 
made perfectly competitive. 

7. CAUSES OF WAGE DIFFERENCES 

We have explained how wages are determined in different market situations. We 
now discuss the fundamental causes which determine the differences in wages as 
between different occupations and regions within a country. 

Differences in wages between different occupations may be ascribed to 
differences in the demand conditions for labour. The demand for any type of 
labour is derived from the demand for the product it helps to produce. There 
is greater demand for some products and services than for the other product 
and services. This fact may mean that those labour units which help in the 
production of goods which are much in demand will command a higher price. 
By itself this point does not take us far, since in many cases the reward for 
labour is considerably lower even in those occupations for which there is a 
greater demand for labour than in those for which the demand is less intense. 
In fact, greater abilities are necessary for the sparsely supplied employments and 
such abilities are recognised through higher remuneration. But the point to be 
considered here is: Why is it that a larger number of people do not qualify them- 
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selves and thus move into better paid occupations? Thus, differences in demand 
for the product and through it. for labour services, are not an adequate 
explanation of the prevailing differences in wages. 

Differences in money wages are generally ascribed to the non-monetary advan¬ 
tages and disadvantages of different occupations. If two jobs—those of a doctor 
and a lecturer—are equally accessible, we can state that: 

Money wage of doctor—Non-monetary disadvantages of doctor 
= Money wage of lecturer -f Non-monetary advantages of lecturer 
In actual life, we know that the doctor gets a higher monetary remuneration 
while the lecturer gets a lower salary. These differences in the monetary remu¬ 
neration are explained by reference to*the non-monetary advantages or disadvan¬ 
tages enjoyed by the two persons. The lecturer gets short hours of duty of 
about 10 to 15 teaching hours a week; enjoys regular hours of work in the midst 
of pleasant surroundings; has the privilege of training young boys and girls and 
moulding their character, has a steady income irrespective of the number of people 
who attend his classes; enjoys a long summer vacation, etc. The doctor, on the 
other hand, must be on duty for long hours-and in times of spread of epidemics 
and emergencies, even 24 hours in a day—has irregular hours of work (he may 
by asked to look up an ailing old man at two in the morning), must attract his 
patients as best as he can and can never dream of snatching a couple of weeks 
away from his practice The non-monetary advantages explain the low wages 
of the lecturer while the non-monetary disadvantages explain the higher mone¬ 
tary reward of the doctor. If the lecturer is paid as high a wage as a doctor 
gets, people will prefer lecturing to doctoring. Too many people in lecturing 
and too few in doctoring profession will cause a fall in wages in the former and 
a rise in the latter. These non-monetary advantages and disadvantages are called 
‘equalising differences’. However, the differences in gross wages, in practice, do 
not measure accurately the non-monetary advantages and disadvantages, nor do 
they leave all the workers in a group in precisely the same position with respect 
to net wages. This will result only if there is perfect mobility and perfect compe¬ 
tition in the labour market. We may state that if competition were perfect and 
if labour were free to choose and perfectly mobile, then the extra disutilities of 
certain occupations would be balanced by extra earnings; while lower rewards 
would be received by workers in those occupations where the advantages were 
high Under ideal conditions, therefore, the differences in relative wages would 
be largely accounted for by the differences in the relative advantages or utilities 


of different employments. 

In real life, however, perfect competition and free mobility of labour cannot 
be assumed. Firs.ly, perfectly competitive conditions do not preva.1 in the labour 
market Combinations of trade unions and employers assoc, mods modify 
considerably the free play of economic forces in regard to the supply and remu¬ 
neration of labour. A strong trade union, for example, may force wage rates 
for certain groups of labour above their marginal revenue product. By tmposmg 
[trict regulations on the admission of apprentices and by prevent,ng the move- 
men °f labour from one trade to another, trade un.ons may ,n certam erreum- 
Ses enable the labourers control the market to such an extent us to be able 

to demand monopoly wages: 
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Secondly, immobility of labour has considerable influence on the differences 
in relative wages. There are many types of labour immobilities. One of the 
most important types of immobility arises as a result of inherent or native 
ability or talents. Some occupations—those of film stars, top business executives, 
insurance actuaries and bankers—require a high degree of inherent ability that 
is very rare. Consequently, these occupations carry very large monetary rewards 
without attracting others into them. Another type of immobility may be due 
to geographical considerations. Most people get accustomed to certain loca¬ 
lities, and they find it difficult to change their place of residence. Familiar 
surroundings, a close circle of relatives and friends; children at school; owner¬ 
ship of a house, etc.— all these make it difficult for a worker to shift from one 
area to another. Cost of transporting the worker himself, his family and 
belongings, together with the difficulty of obtaining house accommodation, are 
important factors in occupational immobility. Moreover, we should mention 
here that the existence of non-competing groups of workers—different grades of 
labour between which movement is very difficult or very slow, are responsible 
for the persistence of inequalities in the wage levels as between different occu¬ 
pations. An unskilled worker finds it difficult to move up because of lack of 
ability, lack of means to train himself and lack of family and social connections. 

Thirdly, specificity is also responsible for occupational immobility of labour. 
A particular grade of labour becomes specific, when it has been used conti¬ 
nuously for some years in some specific use; it may become difficult or even 
impossible to transfer it to another occupation. 

Fourthly, it many cases differences in wages between different occupations 
may be ascribed to differences of risk; disagreeableness; cost of training or other 
features. Whenever occupations require higher and specialised training, or 
whenever they involve risk to health and life itself, they carry higher remunera¬ 
tion to compensate for these special features. For instance, the salary of a mining 
engineer is high as compared to that of a civil engineer because the former has to 
inspect work deep inside the mines under great hazards to life and has to live 
away from the modern amenities of city life. 

Fifthly, custom and tradition may be responsible for the fixing of fees in cer¬ 
tain skilled professional occupations such as medicine and law. In such cases, 
the rates of remuneration are based on old established practice and tradition 
and are not adjusted by competitive froces in accordance with the net advantages 
of the occupations or with ihe relation between the demand for such services 
and their supply. 

Finally, there are many artificial restrictions and barriers imposed on entry 
into certain occupations. These artificial barriers are imposed by persons who 
are already in the particular profession or by the government. These restrictions 
are of various kinds such as imposition of heavy fees, demand for qualifications 
and insistance on a certain standard of general education and social fitness. For 
instance, entry into medical profession is restricted by the medical council by 
prescribing certain minimum qualifications for entry as a fresher in the medical 
co eges and by further restricting the total number of seats in the medical 
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8. NOMINAL AND REAL WAGES 

Nominal or money wages refer to the amount of wage as measured in terms 
of money. Real wages, on the ether hand, refer to the net worth in terms of 
goods and services of the worker’s money remuneration, i. e. t the amount of 
necessaries, comforts and luxuries of life which the worker can command in 
return for his services. From the point of view of standard of living, real wages 
are more important then iponey wages. As Adam Smith wrote: “The labourer 
is rich or poor, is well or ill-rewarded in proportion to the real, not to the nomi¬ 
nal value of his wages.” In certain countries, nominal wages may be considera¬ 
bly low but the real wages may be fairly high. Again, although money wages 
may be equal in two industries or in two regions but real wages may differ consi¬ 
derably. Hence, in considering the real value of a worker’s earning, we must 
have regard not only to the money value of his wages but also to a number of 
additional factors on which real wages depend. 

The first factor which determines real wages is the purchasing power of 
money which depends upon the general price level. Purchasing power refers to 
the amount of goods and services which a unit of currency purchases. This 
varies with the general level of prices and is indicated by the index number of 
commodity prices. A rise in the general price level will mean fall in the pur¬ 
chasing power of money and consequently a decline in real wages of workers. 
A fall in the general price level will have the opposite effect viz., rise in real 
wages. 

Another factor in the consideration of real wages is the current trade or occu¬ 
pational expenses of the worker. To quote Marshall: “From the barrister’s gross 
income, we must deduct the rent of his office and salary of his clerk; from the 
carpenter’s gross income, we must deduct the expenses which he incurs for 
his tools.” 

Real wages also depend upon the form of payment. Normally workers are 
paid in the from of money. But in many occupations, besides money remu¬ 
neration, subsidised or free lunch, free house and other facilities may be provi¬ 
ded to the workers. Allowance should also be made for pensions which are 
available to certain categories of workers. 

The possibility of extra earnings is another factor which should be weighed 
when calculating real wages of an occupation. In certain occupations, workers 
may have plenty of opportunities to undertake other remunerative work along 
with their regular work or in their spare time. There may be other occupations 
where there may be no such opportunities. In this connection, we should 
also mention the fact that the advantages of an occupation will be considerably 
increased if the worker’s wife and other members in his family can also be 
employed. 

Again, in the calculation of real wage, due allowance should be made to the 

regularity and permanence of the work. Some jobs are seasonal, while some 
others are irregular and uncertain. Moreover some occupations are by nature 
so exhausting that the duration of the working life is reduced while others may 
be dangerous and may shorten the aggregate earning period. Real wages m 
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such occupations are obviously not comparable with those in easy and healthy 

° C Furthermore, the conditions under which the worker performs his duties is a 
potent factor in the determination of his real wages. Working conditions, in¬ 
clude not only the number of work-hours per day and the number of days 
worked per year but also the recreational, educational and other facilities provi¬ 
ded by the employer. If a person has to work in an ill-ventilated, hot and 
unhealthy factory, he experiences great disutility in work and finds his satisfac¬ 
tion greatly diminished. Conditions of employment will thus affect his estimates 
of the real wages he earns. 

Lastly, we should make an allowance for prospects of success in calculating 
real wages. A person may be prepared to continue to remain in a low paid job 
and may be induced to work harder because of the prospect of a possible 
promotion in the near future. Due allowance, therefore, should be made for 
the present value attached to the anticipated increased earnings in the future. 

To conclude, comparison of money wages between different individuals, occu¬ 
pations or regions is not meaningful. A more valid comparison can be made 
only through real wages. 
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INTEREST 



'T'HE rate of interest occupies ao important place in the corpus of economic 
theory as well as in business activity. From a theoretical point of view its 
importance can be judged from the fact that it has been talked about from very 
early times. The Greek philosophers Plato, Aristotle and Cicero and the great 
Kautilya had condemned usury. While the Law of Moses condemned the 
taking of interest, the Hindu law restricted the taking of unduly high interest 
through the rule of damdupatt. 

Beginning from Adam Smith to date we have copious economic literature 
explaining the nature of interest. In modern times, the practical importance of 
interest is too obvious to need any detailed mention. It regulates the flow of 
business and industrial activity in the economy by influencing the supply and 
demand for capital. It constitutes one of the strongest weapons resorted to by 
central banking authority to control inflation, deflation, capital movements, etc. 
But unfortunately, as Haberler has stated: “The theory of interest has for a long 
time been a weak spot in the science of economics, and the explanation and 
determination of the interest rate still gives rise to more disagreement among 
economists than any other branch of general economic theory.'’ 1 

I. DEFINITION OF INTEREST 

In common usage, by interest is meant the payment made and received for the 
use of money. According to Seligman, “interest is the return from the fund of 
capital.” Carver has defined interest as “the income which goes to the owner 
of capital.” 2 According to Wicksell interest is “a payment made by the borro¬ 
wer of capital by virtue of its productivity, as a reward for his (capitalists') 
abstinence."* Marshall defines interest as “the price paid for the use of capital 
in any market.. .'** Keynes, who treated interest as a purely monetary pheno¬ 
menon, de6nes it as “the premium which has to be offered to induce people to 
hold their wealth in some form other than hoarded money.”* In all these 


‘Gottfried von Haberler, Prosperity and Depression (1941). p. 195. 
2 T. N. Carver. Principles of Political Economy, p. 418. 
a Knul Wicksell, Lectures on Political Economy. 

*A. Marshall, Principles (Reprint, 8th Ed-), p. 534. 

*S. E. Harris (ed.). The New Economics, p. 187. 
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definitions, the concept of interest is associated with money, being the prioe paid 
for ils use. Interest is the price paid for the use of credit. 

Gross and Net Interest Rate 

Economists have distinguished between gross and net interest rate. It is said 
that the whole of the income received by the owner of capital or lender is gross 
interest. This payment includes charges or consideration for certain other 
inconveniences and risks. Gross interest includes •‘payment for the loan of 
capital, payment to cover risks of loss, which may be: ( a) personal risks; or (b) 
business risks, payment for the inconvenience of the investment, and payment 
for the work and worry involved in watching investment, calling then in and 
investing.”* “Net interest is a payment for the loan of capital, when no risk, 
no inconvenience (apart from that involved in saving) and no work is entailed 
on the lender. This payment is termed pure interest, net interest or economic 
interest.” 7 According to Marshall, net interest is the earning of capital simply 
or the reward for waiting simply, while gross interest includes besides this other 
elements. These other elements include some insurance against risk and the 
earnings of management.* Insurance against risk is of two kinds—personal risk 
insurance which arises on account of the unreliable character of the borrower 
himself and trade risk insurance which arises from fluctuations of business in 
which borrowed money is invested. The following table simplifies the various 
elements of gross interest. 


Gross Interest 

JL 

i 

i 


Net 

Insurance 

Wages of 

Interest 

. against risk 

1 

Management 

i 



Personal Risk 


Trade Risk 


Is Negative Rate of Interest Possible? 

The possibility of negative rate of interest had been upheld by the early 
theorists. In the classical economic thought interest rate was regarded as perfectly 
flexible through which equilibrium between saving and investment was brought 
about. It was, therefore, theoretically possible for interest rate to fall below 
zero if the supply of investible funds exceeded the demand for such funds at 
zero rate of interest. Foxwell in a paper entitled Some Social Aspects of Banking 
in 1886 conceived of a situation in which the rate of interest may become negative. 
Irving Fisher in his book The Theory of Interest , argued in favour of the possi¬ 
bility of the rate of interest being zero or even negative. Marshall too in his 
Principles conceives of a situation in which waiting for enjoyments would involve 

•S. J. Chapman, An Outline of Political Economy, np, 289-90 

'Ibid., p. 279. 

•Alfred Marshall, Principles of Economics (Reprint, 8th Ed.), pp. 488-89. 
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penalty rather than reward and where consequently the rate of interest would be 
negative. 9 John Stuart Mill also visualised the possibility of an extremely low 
rate of interest due to capital accumulation resulting from economic develop¬ 
ment. Keynes also believed in the theoretical possibility of a negative rate of 
interest. 10 

However, to envisage a situation in which in the real world interest would be 
zero or negative is to think of the impossible. So long as capital remains pro¬ 
ductive. scarce interest rate must remain positive, and with economic progress 
the productivity of the capital will increase rather than decrease. Thus, we can 
say ‘no’ to the possibility of having a negative rate of interest. According to J.K. 
Mehta, the very phrase “negative rate of interest is an example of a curious 
contradiction in terms. Interest is the earning of capital. Capital, being a 
factor of production, is necessarily productive. Interest is, therefore, invariably 
positive.*’ 11 The demand for capital will increase with the increase in population 
and improvement in peoples’ tastes whereas savings would dwindle to negligible 
amount if the interest rate falls to zero or negative level. The rate of interest 
will therefore, not be negative. 

There is, however, one point to be made. Although the money rate of interest 
has never been negative or zero, but the real rate of interest can be and has in 
fact been negative during periods of rising prices. For instance, a positive money 
rate of interest of 5 per cent will mean a negative real rate of 4J per cent if the 
price level has risen by 10 percent. 


2. NATURAL AND MARKET RATE OF INTEREST 


According to the classical economists, the natural rate of interest is that rate 
corresponding to which investment and saving were in equilibrium. The market 
rate of interest will always correspond to this equilibrium rate of interest. It 
was argued that the argument offered in favour of the identity between the 
market rate of interest and the natural rate of interest ran like this: If the market 
rate of interest was higher than the natural rate of interest, supply of saving 
would exceed the demand for saving at that rate of interest. Consequently, it 
would fall to the level of the natural rate of interest. Conversely, if the market 
rate of interest was lower than the natural rate of interest, the demand for saving 
would exceed the supply of saving that would be available to match the demand 


•A. Marshall says. “We can. therefore, imagine a state of things in which stored-up wealth 
could be put to but little good use; in which many persons wanted to make provision for 
their own future; while but few of those who wanted to borrow goods, wene abte to offer 
good security for returning them, or equivalent goods at a future date. In such a state o 
things the postponement of. and waiting for enjoyments would be an act.on that '"curre 
penalty rather than reaped a reward; by handing over h,s means to another to t* ££ 

of. a person could only expect to get a sure promise of someih.ng morel lha "‘ ha V* h ' Ch 

lent; theVate of interest would be negative.- ( Principles of Economics, Repr.nt 8th Ed., PP- 

^“We have assumed so far an institutional factor which prevents the rate of interest from 
being negative.” (Keynes. General Theory, p. 218). 

uj. k.. Mehta, Studies in Advanced Economic Theory, p. 274. 
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at that rate; consquently, the market rate of interest would rise to become equal 
to the natural rate of interest. 

Thus, the classical theory did not envisage the possibility of a market rate of 
interest different from the natural rate of interest. The market rate of interest 
could never be different from the natural rate of interest at which saving and 
investment were in equilibrium. This analysis was the direct outcome of a 
view according to which money performed only a passive role in the economy. 
The classicists firmly believed that the introduction of money did not alter the 
real processes of production and distribution in the economy. It only increased 
the efficiency of a barter economy. Since money was only a lubricant of real 
economic processes, it could not exert its impact on the economy. 

In the classical theory, saving constituted the sole source of the supply of 
investible funds. The classicists failed to recognise the fact that bank-created 
money could, by adding to the supply of investible funds, exert its influence on 
the real economic processes in the economy b> pushing the market rate of interest 
below the natural rate of interest. The old theory treated money only as a 
medium of exchange and ignored completely its more important role as a store 
of value. The important truth that the importance of money essentially flows 
from its being a link between the present and the future was ignored by the 
classicists. The traditional view obscured proper understanding of monetary 
problems and stood in the way of an effective integration of the monetary and 
non-monetary parts of economic theory. Knut Wicksell (1851-1926) attacked 
the faulty classical approach and recognised the positive role of bank credit in 
influencing the market rate of interest making it different-lower or higher- 
from the natural rate of interest. In his book Interest and Prices published in 
1898 Wicksell analysed the differences that could occur between the natural rate 
of interest and the market rate of interest. 

Wicksell defines the natural or real rate of interest alternatively as that rate 
“(l) at which the demand for loan capital and the supply of saving exactly 
agree; (2) which more or less corresponds to the expected yield of the newly 
created capital; (3) at which the general level of commodity prices has no 
tendency to move upward or downward; (4) which would be established if one 
would not make use of monetary transactions but real capital would be loaned 


.JJ? 1 * ,he ,, ClasS,eal “ ODOmis,s "«*«M a "y disparity between the natural rate 

T wflnt « res,,ob * ofa fortuitous nature, Wicksell asserted 

, lfr . .t een ' he ,W ° fa,eS of in,erest was "O' of a fortuitous nature- 
it was due to the mtervent.on of the banks who, by creating or destroying 

real sa^rL'| e h. UP r P y ° f mVeStible ^ W devia,e from total amount of 
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* 

3, Knut Wicksell, Interest and Prices and Lecture n. , _ * ,s ‘ 

ana Lectures on Political Economy, Vol. II, Mone^ta. 
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credit is not matched by the supply of real savings-goods-in the economy. 
Consequently prices in the economy will rise. Conversely, when banks adopt a 
policy of credit squeeze, the market rate of interest will rise. Investment »ri 
fall short of the supply of real saving. Consequently, aggregate demand will 
fall short of the aggregate supply and prices will fall. 

Thus in a money economy money will not remain neutral. It will affect 
economic processes in a vital manner through affecting the relationship bet¬ 
ween saving and investment. It will upset the working of Say s Law of 
Markets and cause prices to rise or fall. Say's Law can apply only if ihe 
banking system in the economy does no. disturb the par.ty between the 
natural rate of interest and the market rate of interest. The equality of the two 
rates of interest can be ensured when price fluctuations do not take place. Thus 
price stability, according to Wicksell, would guarantee equality between the 
natural rate and the market rate of interest and absence of monetary distur¬ 
bances. Wicksell was responsible for demonstrating that the phenomenon ol 
interest can not be adequately explained in non-monetary or real terrain Since 
monetary factors exert an important influence on the supply of tnves ible runds 
the thcoiy of interest rate must analyse the problem both in terms of monetary 

“1 ZZ n :S nSnth-century French economist L B. Say who fust sough, 
an explanation of .merest rate in terms of the productivity of cap.tal Onithe 
demand side the capita, users pay interest out of t o proceeds o ^iion l 
production that accrues to them by employ.ng capital into productive use. 
Liter the theory of capital demand was explained in terms of the marginal phys 

sz i.-—* - 

waiting. , u intrrKt rate was presented under different 
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case savings accrue automatically without their having to suffer abstinence from 
current consumption. Consequently, the term abstinence was replaced by 
waiting. Alfred Marshall and Gustav Cassel explained the phenomenon of 
interest rate in terms of waiting. Since lending involved waiting on the part of 
lenders interest was paid to induce them to wait and delay their consumption 
until such time the increased results of investment materialised. 

The Austrian economist Eugen von Bohm Bawerk developed the agio theory 
of interest. According to him. people preferred present commodities over future 
commodities because (i) present needs were more pressing than future needs; 
Hi) future was uncertain; and (in) present goods commanded technical superiority 
over future goods. 

Irving Fisher improved upon Bohm Bawerk’s approach. Although the 
conclusions of both these writers have much resemblance, several differences 
should not be overlooked. In Fisher’s theory, the demand and supply conditions 
of capital have been clearly distinguished while Bohm Bawerk’s exposition is 
blurred. According to Fisher, the demand for capital is determined by the rate 
of return in relation to the cost of borrowing capital, i. e., to use Keynesian 
lingo, by the marginal efficiency of capital. The supply of capital, on the other 
hand, is determined by lime preference based on the importance of income 
spending for the lenders. 


3. THEORIES OF RATE OF INTEREST 

The following are four principal theories of the rate of interest. 

(i) Classical Theory; 

(it) Loanable Funds or Neo-classical Theory; 

(Hi) Liquidity Preference or Keynesian Theory; and 

(iv) Neo-Keynesian or the Modem Theory. 

The classical theory of the rate of interest 1 ’ regarded the rate of interest as an 
equilibrating factor between the demand for and the supply of investible funds. 
Investment represents the demand for and saving represents the supply of 
investible funds whilst the rate of interest is the "price” at which the two arc 
equated. Just as the price of a commodity is determined at that point where 
the amount demanded is equal to the amount supplied so also the rate of interest 
is stabilised at that level where the amount of investment-demand at any given 
rate of interest is equal to the amount of saving-supply at that rate of interest 

The classical theory of interest-wte regards the rate of interest as the price 
that brings the demand for and the supply of investible funds into equilibrium 
Since saving and investment are treated as real flows, the classical theory is 

sSiss rarratitra! tTrrr* 
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regarded as a non-raonetary explanation of the determination of the rate of 
interest. 

The loanable funds theory of the rate of interest, developed by Swedish 
economists 14 during the interwar period to salvage the classical theory from 
Keynesian attacks, incorporates the monetary and non-monetary factors by 
presenting these in consolidated form. According to the loanable funds theory, 
the supply of loanable funds is a composite supply. It is composed of real 
saving (voluntary) and credit money. Similarly, the demand for loanable funds 
is composed of the demand for investment funds and the demand for specula¬ 
tive cash balances or hoarding. The loanable funds theory filled the deficiencies 
of the classical theory by emphasising the influence of credit money from the 
supply side and of hoarding from the demand side on the determination of the 
rate of interest. 

Keynes developed the liquidity preference theory of interest rate in his epoch- 
making book. The General Theory of Employment . Interest and Money. Accord¬ 
ing to Keynes, interest, was the reward for dishoarding —for relinquishing liqui¬ 
dity preference. The liquidity preference and the rate of interest were inversely 
related. At higher interest rate wealth-holders’ liquidity preference or the desire 
to hoard was weaker and vice versa. According to Keynes, interest is not the 
reward for saving, for one saves even in the event of hoarding but does not earn 
any interest. He earns interest only when he dishoards his saving by lending 
it to borrowers. Rate of interest in any given situation is determined by the 
liquidity preference—the demand for money—in conjunction with the supply of 

money. . . f 

The neo-Keynesian or modern theory of the rate of interest is an offspring ot 
of the marriage between the classical and the Keynesian theories. Developed 
first by Hicks in an article published in Econometrica in 1937, the theory empha¬ 
sises that although neither of the two approaches-Classical and Keynesian— 
offers a complete explanation of the interest rate, but if combined together, they 
give birth to a new theory that offers complete explanation of the rate of interest. 
Thus, the modern theory is the classical and the Keynesian approaches combined 

We can now discuss separately in detail with the help of diagrams the classical 
theory; the loanable funds theory; the liquidity preference theory and the neo- 
Keynesian or the modern theory of interest rate. 

1. Classical Theory 15 . 

The classical theory of interest rate is the supply of and the demand for having 


.■Led by Knu. Wicksell. .he Swedish group, responsible for .he dmlopmenl of .hejosn- 

and Robertson -although he makes occasional reference to other wr.ters also. 


Interest 501 


theory. It treats interest rate as an equilibrating factor between the ^andfor 
and the supply of investible funds consisting of saving. For this there is stipulated 
a competitive securities market. It Y 

is the rate of interest which, accord¬ 
ing to the classicists, establishes 
equality between the aggregate sav¬ 
ing and the aggregate investment. 14 
If there are at any time more funds 
available through saving than can 
be absorbed at the current rate of 
interest by the investment demand, 
ihe rate of interest will fall. The 
fall in the rate of interest by causing 
a fall in the total supply of investible 
funds in the money market on the Fig. 35.1 

one hand and an increase in the total demand for investible funds on the other, 
will bring equilibrium between the supply of and the demand for investible 
funds. Since according to the classicists, saving constituted the entire source of 
supply of investible funds while the entire demand for such funds came from 
investors, it was said that the equilibrium rate of interest was determined 
through the equilibrium between investment and saving. In the classical theory 
saving as well as investment were regarded as interest elastic, the former being 
regarded as an increasing function and the latter as a decreasing function of the 
dS Jl 

rate of interest 0 and -^<0. This can be diagrammaticaly illustrated 

by means of Fig. 35.1, showing the rate of interest on the F-axis and saving and 
investment on the A'-axis. 



In Fig. 35.1, 5F| is the positively sloping supply of saving function which 
shows the total supply of saving (out of the given income Ki) which is available 
for investment in the money market corresponding to the different rates of 
interest. It shows that saving is interest clastic, i. e. t aggregate saving increases 
or decreases with the rise or fall in the rate if interest. ID X and ID, are the 
negatively sloping investment demand functions showing relationship of invest¬ 
ment demand with the interest rate. Given the position of the two functions 
there will be only one equilibrium rate of interest which will prevail in the long 
run. The rate of interest plays an active role in establishing equilibrium in the 
money market between the borrowers and lenders of the investible funds. When 
the position of the two curves is what appears by IDi and SY X curves, the equili¬ 
brium rate of interest will be OR t . When the aggregate investment demand 
schedule shifts downward to the left as shown by the ID* curve the equilibrium 
rate of interest falls from OR x to OR 2 . 

For the equilibrium to exist, the following three conditions have to be fulfilled 
in the classical theory of the rate of interest: 


(0 


/<*> and "-<0 


»«Both saving-supply and investment-demand 


are teated as flows pe- time unit. 
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( /; ) S= g(R) and >0 

(Hi) l = S 

It was argued by the classical writers that generally individuals have a defec¬ 
tive telescopic vision of the ‘future’ and consequently they have a preference for 
an equal sum in present over future. To overcome this prejudice of preference 
for present over future they have to be lulled by .some payment to overcome 
their time preference. 

The important thing to note about the classical theory of interest rate is that 
in the first place, it is a purely flow theory. The aggregate investment and the 
aggregate saving have been regarded as real flows-saving and investment per 
unit of time. Secondly, saving and investment are brought into equilibrium 
exclusively through the changes in the rate of interest in the money market. By 
the first characteristic is meant that there is the money market analogous to the 
commodity market where the supply of saving constitutes the flow of funds off 
to the market and the demard for investment constitutes the flow of funds off 
the market. In order that the money market may be in equilibrium these two 
flows must be in equilibrium, i. c. % the flow on to the market (saving) should be 
equal to the flow off the market (investment). By the second characteristic is 
meant that whenever these two flows are not in harmony or equilibrium the 
same is re-established through changes in the rate of interest. Thirdly, both 
investment and saving functions arc assumed to be highly interest clastic such 
that equilibrium is possible at some positive rate of interest. 

The classical theory of interest rate is faulty in many respects. Firstly, is says 
that total investment and total saving are brought into equilibrium through 
changes in the rate of interest. Although there exists some relationship between 
the rate of interest and saving and investment, this should not amount to saying 
that the two are equated through the interest rate mechanism. The classicist' 
neglected the role of income changes in their analysis Keynes has shown that 
the equilibrium between saving and investment is not brought about through 
changes in the rate of interest but through changes in the level at income. 

Secondly, according to the classical theory, investment and saving are interest 
elastic. Empirical studies have shown the weakness of such reasoning. Invest¬ 
ment is not so highly interest Clastic as the classical theory suggests. In fact, 
the relationship between the two is weak. A high rate of interest might be 
compatible with a high level of investment demand in the system. Investment 
is influenced more by the marginal efficiency of capital than by changes in the 

rate of interest. Saving too is more a function of income than that of the rate ol 
interest. At low income levels, saving will not be interest elastic and no in¬ 
crease in the rate of interest will generate saving in a poor community. Facts 
show that there is a very weak functional relationship between the community s 
propensity to save and the rate of interest, the level of income has a more impor¬ 
tant influence upon the amount saved than the rate of interest. Out of a given 
income, more might, in certain cases, be saved as a result of the rise in the rate ot 
interest but at break-through level of income, saving will be perfectly interest in¬ 
elastic. And at income levels below the break-through level of income not only no 
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saving will be made but there will be actually dis-saving. people will draw 

upon their past savings or borrow even in the face of rising rate of interest. 
The classical theory of interest rate does not explain this paradox. 

Thirdly, according to the classical theory, the assumption of fixed income¬ 
saving curve is compatible with the changing level of investment demand 
represented by shifts in the investment-demand curve in the diagram. The 
theory fails to take notice of the importance of investment in the determination 
of income by ignoring it. Investment in fact rules the roost and plays a signi¬ 
ficantly active role in the determination of the level of income and through it in 
the determination of saving. Equality between saving and investment is not 
brought about through changes in the rale of interest as asserted by the theory 
but through changes in the level of income (T) brought about through the 
changes in the level of investment. The assumption of the fixed income-saving 
curve (SI ) corresponding to the changing investment demand curve (ID) is mis¬ 
leading and consequently the conclusions that follow are misleading too. 17 The 
fact is that contrary to classical theory’s assertion, the income-saving curve (ST) 
necessarily changes as a result of changes in the investment demand curve {ID). 
Aggregate income is necessarily equal to aggregate expenditure. Aggregate ex¬ 
penditure is composed of consumption and investment (T= C-r /). Consumption 
is determind by the propensity to consume which is a stable function of income. 
If investment increases (decreases) income too must increase (decrease) unless it 
can be shown that consumption decreases (increases) by an equal amount while 
investment increases (decreases). In other words, income cannot be assumed as 
* given when investment is changing. And if the aggregate income changes when 
the aggregate investment changes, then whenever the investment demand curve 
{ID) shifts, the income-saving curve (ST) would also shift in an appropriate 
manner. When i» is so the whole position becomes indeterminate and it is no 
longer possible to obtain interest rate merely through the intersection of the ST 
and ID curves. 

The fact is that interest rate is a purely monetary phenomenon. It is the 
function of the liquidity preference, which determines the total demand for 
money, together with the total available supply of money. It is not the inter- 


l7 Criticising the classical theory. Keynes remarks: -The independent variables of the classi¬ 
cal theory of the rate of interest are the demand curve for capital and influence of the 
interest on the amount saved out of a given income; and when (e. g .) the demand curse for 
capital shifts, the new rate of interest, according to the theory, is given by the point of 
intersection between the new demand curve for capital and the curve relating the rate of 
interest to the amounts which will be saved out of the given income The classical theorv 
of the rate of interest seems to suppose that. ,f ,he demand curve for capital shifts or if the 
T imCr ” 1 '° thc amoun,s ou « of a given income shifts or ,f both 
CW W ‘ M ** B‘ vfn by the point of intersection of .he 

mcome cnnt Curv ”- Bul,hisis » nonsense theory. For the assumption that 

ncZIZZT ' S : nC0 “ SIS " m w,,h ,he that these two curves can shift inde- 

, P “ -~£f- K “ f ' h ' m Shm ' ‘ hCn - in «“*“'• inCOme Wi " '!»•"**. With 
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section of the SY curve with the relevant ID curve which determines the equili¬ 
brium rate of interest. The rate of interest being a purely monetary pheno¬ 
menon already exists in the money market. The income-saving curve ( SY ) does 
not determine the rate of interest; it is rather the rate of interest which by 
prevailing in the money market corresponding to a given level of investment 
helps to determine the income-saving function (SY). This can be shown by 
means of Fig. 35.2. 

As shown in the figure when the interest rate changes from OR i to OR z the 
corresponding investment demand function changes its position from //>i to 
//)„. Consequent upon the leftward shift in the position of the investment 
demand curve from ID, to ID 2 the income-saving curve also shifts from its ear¬ 
lier position of SY, to the new posi¬ 
tion of SY 2 . The corresponding in¬ 
come-saving schedule SY» is arrived 
at by drawing a new curve parallel 
to the old curve (SF,) through point 
L on the investment demand curve 
which is the point of intersection of 
the rate of interest OR 2 , which pre¬ 
vailed in the money market, with 
the investment demand curve ID 2 . 
Similarly, when the ID curve shifts 
to the position of ID t the corres¬ 
ponding income-saving curve SY 9 
Fig. 35.2 can be found out by first finding out 

the existing rate of interest OR, in the money market and then by drawing SY, 
curve parallel to the old SY. curve passing through the point of intersection 

the rate of interest and ID, curve at N. 

Lastly, the classical theory of the rate of interest ignores the rde wbicn 
credit-money plays in the determination of the rate of interest. AHhoug sig 
Scant in the eighteenth and early nineteenth centuries, the role of bank roon y 
in the determination of the rate of interest is very important in modern times. 
According to the theory, if there is an increase in the level of .nves mcn dcmand 
in the economy then the rate of interest must rise before increased supply of 
funds through saving can be made available to match * my 

iillsspiUl 

k« and parUy of the speculative demand for money. The ' h ' 0 ^ ' s '" c °^ plet ' 

in as much as it pays no attention to the latter source of demand for cash 
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funds. In short, the classical theory of the rate of interest is a fully expta- 
nation of interest rate determination and it cannot be accepted without rcser- 

vations. 


2. Loanable Funds Theory 

Also known as the neo-classical theory of interest rate, the loanable funds 
theory of interest rate was first formulated by the famous Swedish economist 
Knut Wicksell. Following the lead given by Wicksell a group of Swedish econo¬ 
mists including Gunnar Myrdal, Eric Lindahl. Bertil Ohlin and Bent Hansen 
made further refinements in the theory. In England the credit for development 
of the theory goes to D. H. Robertson. The theory synthesises the monetary 
and the non-monetary factors. The classical theory explained the determination 
of interest rate exclusively in terms of real saving and investment. It allowed no 
room for the monetary factors-bank money —to affect the rate of interest. It 
was believed that the demand for saving came only from investment because 
money was barren as store of value. There was an opportunity cost of holding 
money. The' implicit cost of holding money—storing wealth in money form— 
was the interest income foregone which the holder of money could earn by con¬ 
verting money into interest-bearing securities. The conclusion reached was. 
therefore, that apart from keeping part of their money income and wealth in the 
form of money balances for transactions purposes, people would lend the rest by 
demanding securities in the capital market either directly by purchasing bonds 
aud shares or indirectly by depositing with the banks who. in turn, would lend 
these deposits to the entrepreneurs. The fact that the demand for money might 
also arise from the desire to hoard was not given any weight in the classical 
theory of the demand for money. The classical theory regarded interest rate as 
the function of investment and saving. 

Besides saving and investment, the loanable funds theory also recognises the 
role of hoarding and created money in determining the rate of interest. Thus 
according to the loanable funds theory the rate of interest is the function of all 
the four variable saving (S), investment (/), the desire to hoard (L), and the 
quantity of money ( M). In algebraic forms 

/?=/(/. S. M and L), 

Wicksell. credited for formulating the theory, argued that the total supply of 
loanable funds does not consist of only the real saving as was asserted in the 
classical theory; it is also fed by the amount of bank credit made available by 
the banking system. Thus to obtain the aggregate supply function of the loana¬ 
ble funds, to the classical saving schedule should be added the schedule of credit 
money. The composite schedule of saving and credit money will furnish us 
with the schedule of total loanable funds on the supply side which together with 
the investment demand schedule on the demand side will determine the interest 
rate. Wicksell believed that the expansion or contraction of bank credit was 
not affected by change in the interest rate. In his opinion the total amount of 
credit which the banking system could offer to the borrowers depended upon the 
liquidity position of the banks. Thus, the supply of bank credit was regarded 
as interest-inelastic. In such a case the schedule of bank credit (M) will be 
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parallel to the Y -axis representing the rate of interest. The Wicksellian version 
of the loanable-funds theory can be explained by means of Fig. 35.3. 

In Fig. 35.3. the demand for and supply of the loadable funds is shown on 
the JT-axis and the rate of interest is shown on the T-axis. MM is the supply 
function of credit money; SS curve indicates the supply of saving made availab e 
corresponding to different interest rates; M±S curve, derived by horizontally 
adding together the MM curve and the SS curve, shows the total supply ol 
loanable funds (saving plus credit money) made available at different levels of 
interest rate. II curve represents the investment demand. The equilibrium 
rate of interest obtained by the intersection of M-rS and II curves is OR '- 
The difference between the Wicksellian version of the loanable funds theory 
and the classical theory is now easy to understand While according to the 

classical theory the equilibrium rate 
of interest was determined by the 
intersection of II and SS curves at 
OR 2t according to Wicksell the 
equilibrium rate of interest is deter¬ 
mined not by the intersection of 
II and SS curves but by the inter¬ 
section of II and M-*-S curves at 
OR x . Thus. Wicksell distinguished 
between the natural rate of interest 
(ORz) and the market rate of 
interest ( ORi ). Money is no longer 
neutral. It plays an active role in 
Flg . 35 .J the determination of interest rate 

and pushes, .he market rale of interest ( OR ,) below the natural rate of interest 

^Refinement of the theory. Notwithstanding the superiority of Wicksellian 
anSsTt waffound want.ng in certain respects. In the firs, place. Wickse han 

version of the loanable-funds theory neglected the monetary f a «° r * °P* ra Jj 
,.n the demand side. The demand for loanable funds was analysed by Wicksell 
only with reference 10 the investment demand. The part which changes in 
demand to hold, ash balances for speculate mouse play m influencing he 
dcm f . . r -_ monev was ignored in the analysis. Furthermore, the expansion 

"HeB^ was nioTcorrect** S £ 

ibeSly he yield on loans was high. Thus, the supply of credit money sva 
responsive to interest rate changes. The MM curve should, therefore, be posi- 

,iV o' y S:^Sr^S,?^a.ysis did not take into account the demand 

for loanable fund arising from peoples’ desire to hold money t. • , 

for .he speculative cash balances which Keynes included m h,s I'quidity prefe 
rence theory of interest rate. Thus, to derive the total demand for'oanablc 
funds wc must add to the investment demand lor loanable funds s > 
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II curve, the demand for cash balances shown by the LL curve so that/ + £ 
(= Dl) curve represents the total demand for loanable funds. The market rate 
of interest will be determined at ORi where the S+M (=5l) curve interesects 
the I+L curve. 

In Fig. 35.4 the rate of interest is represented on the r-axis while the demand, 
for and supply of loanable funds are shown on the X-axis. MM curve represents 
the net amount of money made available by the banking system at different 
interest rates; LL curve is the liquidity preference function showing the net 
demand tor cash balances at different rates of interest; II curve is the investment 
demand schedule showing the quantity of loanable funds demanded for investment 
at different rates of interest. 

/-f L (=Z)L)curve indicates the 
total demand for loanable 
funds. It is the composite curve 
derived by combining horizon¬ 
tally the II and LL curves. SS 
cu&ve shows the amount of 
saving available at different 
interest rates. S + M ( = Sl) 
curve, representing the total 
supply of loanable funds, has 
been derived by horizontally 
combining the SS and MM 
curves. The market rate of 
interest is determined at OR x level corresponding to the intersection of the 
S+M (=Sl) and I+L (=Z)l/ curves. At the ORi rate of interest, the 
aggregate supply of loanable funds is equal to the aggregate demand for loanable 
funds. 

The loanable funds theory is an improvement over the classical theory of the 
rate of interest. By linking the rate of interest with the liquidity preference, 
qurntity of bank credit, saving and investment, the theory looks at the problem 
more realistically. The supply of loanable funds is not the same thing as the 
supply of saving for in addition to saving, account must also be taken of the 
changes in the quantity of money resulting from the expansion or contraction of 
bank credit. Apart from this, hoarding as a factor affecting the rate of in'erest 
by affecting the demand for loanable funds received due recognition in the 
loanable funds theory whereas its role was ignored in the classical theory. The 
loana-ble funds theory also explained why the market rate of interest could be 
different from the natural rate of interest. 

In spite of its being an improvement over the classical theory, the loanable 
funds theory suffers from certain serious shortcomings. The classical theory 
*as criticised on the ground that it neglected the monetary factors which signi¬ 
ficantly influenced the rate of interest and consequently could not explain why 
the market rate of interest was different from the natural rate of interest The 
loanable-fund theorists tried to overcome this awkwardness of the classical 
theory by consolidating the monetary factors with the non-monetary factors 
But their efforts proved unsuccessful. The two factors cannot be consolidated 


Y 



Supply And Demand For Loanable Funds 
Fig. 35.4 
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in ihe form of schedules as has been done in the loanable funds theory for while 
saving and investment are flows, hoarding and new money represent changes in 
stocks. We must treat them as additions to or subtractions from the market 
flows at any given point of time when the change occurs. The consolidating of 
the flow and stock variables is logically inconsistent. Consequently the theory 
becomes really a curious mixture of flows and stocks. It is one thing to say 
that at any given point of time the creation of new money supply will influence 
the rate of interest by affecting conditions in the money market and quite an¬ 
other to presume (if MM curve is interpreted in the flow sense) that the monetary 
authority will continue to create new money supply at certain constant rate per 
time unit. The actions of the monetary authority arc a constant rate (say, Rs. 
10 crores) per time unit (say. per month) then very soon hyper-inflation would 
plague the economy. 

Similarly, when we come to hoarding represented by the LL curve, the same 
inconsistency creeps in by interpreting hoarding as a flow concept. It is one 
thing to say that at any given point of time, the rate of interest being given, peo¬ 
ple wish to be more liquid than before i. e. t there is net hoarding at that rale of 
interest, and quite another to imply (if net hoarding is interpreted as a flow) 
that at any given rate of interest, wealth holders would continue to add to their 
money balances at a constant rate during each time period. This hardly makes 
sense. The truth is that in the stock sense what we get is only a point corres¬ 
ponding to a certain rate of interest and we cannot legitimately infer about the 
shape of the entire curve from a point on the curve. 


3. Liquidity Preference Theory 

In his famous book The General Theory of Employment , Intetest and Money 
Keynes propounded his theory which is today known as the liquidity preference 
theory of interest rate. According to Keynes, interest is purely a monetary 
phenomenon. Wealth holders want to hold a part of their total assets in liquid 
form- in the form of money. Interest is the reward or payment offered to them 
for surrendering their liquidity or cash balances. It is the price that must e 
paid to the wealth holders for surrendering the liquidity of their assets. is 
the necessary inducement for surrendering one's preference for keeping is 
wealth in the form of cash balances. Money is most liquid of all assets. * 

possession of actual money lulls our disquietude and interest is thatt pr |CC * 
we require to make us part with money. It is the measure oft e eg 
disquietude. According to Keynes, “...rate of interest is not t e pne 
brings into equilibrium the demand for resources to invest wi .... t |h 
,o abstain from present consumption. It is .be "price;' "h.ch equthbra.es the 
desire to hold wealth in the form of cash with the available quan 1 y 0 * 

which implies that if the rate of interest were lower, /. e.% l 1 * rc . 
parting with cash were diminished, the aggregate amount o cas w i 
public would wish to hold would exceed the available suppyan a i 
rate of interest were raised, there would be a surplus of cash which no one 
would be willing to hold. If this explanation is correct, the quantity o 
is the other factor, which, in conjunction with liquidity-preference, e e 


Interest 509 



The composite demand for money curve M=L, {Y)+L-_ (r) shows the amounts 
of money which ate demanded at different rates of interest. The rate of interest is 
determined at that level where the two curves— M=L, (Y)+Lt (r) and M.M. 

_intersect each other I. e., at OR level. When the supply of money mcreases 

from OM, to OM',. the position-of the liquidity preference curve remaining 
unchanged the rale of interest falls from OR to OR,. Conversely, when the 
money supply decreases from OM. to OM',. the liquidity preference remaining 
unchanged, the equilibrium rate of interest rises from OR to OR,. 

Criticisms 

Like the other theories of the rate of interest, this theory is also not free from 
criticism. Firstly, if the demand for money is largely a demand for idle bala¬ 
nces and if interest is the price paid for parting with liquidity then nothing other 
than cash balances which satisfy the desire for liquidity should be included in 
the supply of money. Here Keynes's statement suffers from self-contradiction. 
He includes in the idle cash balances “any command over general purchasing 
power which the owner has not parted with for a period in excess of three 
months”. 

Secondly, according to Keynes, the rate of interest is independent of the 
demand for investment funds. But this is not so. The cash balances of 
businessmen arc largely influenced by their demand for capital for purposes of 


isj.(4. Keynes, General Theory, p. 167-68. 

i«U can also be taken as a positively sloping curve because the extent to which the banking 
system would be willing to create credit, ceteris paribus, would depend upon the level of the 
rate of interest. 
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investment. The demand for capital being dependent upon the marginal pro¬ 
ductivity of capital. the rate of interest is not determined indepently of the 
marginal efficiency of capital. 

Thirdly, while the liquidity preference plays an important role in the deter 
mination of the rate of interest, it is not inclusive enough. The supply ol and 
demand for cash balances are factors which with many others determine the 
rate of interest. It is in a way correct to say that interest is the price paid for 
parting with liquid funds because hoarding is one of the determinants of the 
supply of loanable funds.' However, by excluding all other factors in determin¬ 
ing the rate of the interest Keynes’ theory becomes as much one-sided as was 
the classical theory which concentrated attention only on saving as the single 
source of the supply of loanable funds. As Robertson has pointed out “the 
fact that the rate of interest measures the marginal convenience of holding idle 
balances need not prevent it from measuring also the marginal inconvenience of 
abstaining from consumption. Decumulation as well as keeping hoarded is an 
alternative to keeping invested. Such loose phrase as that interest is not the 
reward of not spending but the reward of not hoarding seems to argue a curious 
inhibition against visualising more than two margins at once.” 20 

Fourthly, the liquidity preference theory cannot explain determination of the 
rate of interest in the long run for it explains only those factors which are 
important in the short period. 

Fifthly, if Keynes is consistent in his proposition that the rate of interest 
equates the demand for and the supply of money then he denies to himself the 
means of explaining the time element in credit transactions that plays an impor¬ 
tant role in the determination of the demand for and the supply of loanable 
funds. "It is impossible to explain the co-existence of different rates of interest 
on the basis of the liquidity prefernce theory since the interest would have to 
be entirely uniform due to the perfect uniformity of the cash balances in ques¬ 
tion.”- 1 In short, the liquidity preference theory is not an adequate explanation 
of the complex phenomenon of interest rate. 

Alihough Keynes asserts that the rate of interest is not the reward me.ely 
for "saving or waiting as such”, but he forgets that saving or waiting is the 
necessary means to obtain the investment funds. As Jacob Viner puts it: “With¬ 
out sa\nng there can be no liquidity to surrender .the rate of interest is the 

return for saving without liquidity.” 

Keynes ridiculed the earlier theories of the rate of interest which brought to 
the fore real factors. He wrote: “The perplexity which I find in Marshall’s 
account of the matter is fundamentally due. I think, to the incursion of the con¬ 
cept of “interest”, which belongs to a monetary economy, into a treatise which 
takes no account of money. “Interest” has really no business to turn up at 
all in Marshall's Principles of Economics.—it belongs to another branch of the 
subject,” 22 According to Keynes, interest is purely a monetary phenomenon 


2«D.H. Roberston, ••Alternative Theories of the Rate of Interest". Economic Journal Vol. 
47. 1937. p. 431. 

**G N. Halm Monetary Theory, p. 448. 

"Keynes. .• it., p. 189. 
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von Mises wrote: “...it regards interest as compensation <of _the tempor y 
relinquishing of money in the broader sense-a view, indeed, of unsurpassable 
naivete ^Sdenlific critics have been perfectly justified in treating it with con¬ 
tempt' it is scarcely worth even cursory mention."” Although monetary fac 
have to be considered in the determination of the rate of interest, but the 
Keynesian fallacy is that the monetary factors are emphasised to the exclusion 

Keyne*Un'thcory is wrong since it goes against the facts it attempts to 
explain. According to this theory, the short term rates of ln,eres ‘*® U ! d 
highest at the button, of a depression, because at that time people wUtb 
to be highly liquid and they would be reluctant to part with heir cash 
balances unless the price they received for parting away their cash balances was 
high During depression the liquidity preference of wealth-holders is very high. 
Holding cash balances becomes more attractive than holding non-cash assets. 
But during depression everything, including the rate of interest, is low. 
Similarly, if the Keynesian theory were right then the rate of interest during 
recovery and the peak of boom will be the lowest because everybody would be 
wishing to invest in the non-money assets. But during this period the late of 
interest is the highest. 


Loanable Funds and Liquidity Preference Theories Compared 

The loanable funds theory of interest differs from the the liquidity preference 
theory of interest in certain important respects. Firstly, the liquidity preference 
theory has been stated in terms of stocks whereas the loanable funds theory is a 
curious mixture of the stocks and flows. Consequently, the liquidity preference 
theory deals with the situation over a period of time. In the loanable funds 
theory it is not the money stock but the additions to or subtractions from the 
money flows that matter. 

Secondly, in the liquidity preference theory money supply is an independent 
variable and is not dependent upon the rate of interest whereas in the loanable 
funds theory the quantity of money is regarded as having some interest-elasti¬ 
city. Thus, while in the liquidity preference theory the quantity of money is 
independent of the interest rate changes, in the loanable funds theory the 
quantity of money is represented by an upward sloping curve showing the 
dependence of the money supply upon the rate of interest such that the money 
supply increases as the rate of interest rises and vice versa. 

Thirdly, while the Keynesian liquidity preference curve, M=L{Y)-rLz{r) 
represents the total demand for cash balances related to the rate of interest, in 
the loanable funds theory the LL curve indicates net changes in the desire to 
hold cash balances or in the demand for hoarding. 


2S Ludwiog von Mises, The Theory of Money and Credit, p. 133 
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Classical and Liquidity Preference Theories Compared 

The contrast between the classical and the liquidity preference theories of the 
rate of interest is best explained in terms of the respective theories of employ¬ 
ment and income. 

The classical theory is concerned with a special theory of full employment 
and a corresponding given level of income while the liquidity preference theory 
is concerned with the general theory of employment based on the assumption of 
changing level of income and employment. 

The classical theory neglects the important changes in the level of income 
and, therefore, comes to the conclusion that the rate of interest brings about 
equality between saving and investment, i. e., the equality of the demand for 
investible funds and the suppuly of such funds represented by saving. The most 
important point to remember here is that the saving schedule is fixed corres¬ 
ponding to a given level of employment and income. Therefore, the rate ol 
interest is determined by the investment demand curve. The distinctive aspect 
of the liquidity preference theory, however, is that for each level of employment 
there will be a different level of income and for each level of income there will 
be a different saving or SY curve. 

Keynes insists that changes in the level of income must be considered in the 
context of saving out of income. According to Key nes, at a higher rate of 
interest saving will not be larger as the classical theory asserts but less because 
the level of income will be less since investment will decline when the rate of 
interest rises. The fall in investment will cause the level of income and therefore 


savings to fall. . f 

In the classical theory the demand for money is seen exclusively in terms oi 

investment. It does not take into consideration the fact that the demand for 

money might also arise from the demand for hoarding, i. e. t on account o c 
liquidity preference for speculative motive. The ’iquidity preference theory 
recognises the important role of the speculative demand for money in the deter¬ 
mination of the rate of interest . , . 

The liquidity preference theory is a stock theory whereas the classical theory 
is a flow theory. The former is conamed with the equilibrium ,n the monetary 
sector, while the latter is concerned with the equilibrium in the real sector. 


4. Modern Theory of Interest 

The modern or the neo-Keynesian theory of the rate of interest is superior to 
either the classical or the Keynesian theory because ,t successfuHy mtegrates all 

the four factors—saving, investment, the demand for money. 

nised that a complete theory of interest rate must include the real ^weU as^he 
monetary variables, they could not succeed in integrating the two sectors. 
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difficulty they faced was that while the real or non monetary variables were 

flows, the monetary variables were stocks. 

Rather than wrongly combining the stocks and now variables as was done in 
the loanable funds theory, the modern theory has two curves-thc IS curve and 
the LM curve—one showing the equilibrium between the flow variables in the 
real sector and the other showing the equilibrium between the stocks variables 
in the monetary sector. The point of intersection of these two curves gives us 
the equilibrium of money, interest and income, and the rate of interest corres¬ 
ponding to this intersection point gives us the equilibrium rate of interest at 
which both the real and the monetary sectors of the economy are simultaneously 
in equilibrium, at this rate of interest total investment equals the total saving 
and the total money demand equals the total money supply. 

We have to draw the IS and LM curves. The IS curve, which denotes equili¬ 
brium in the real sector, shows those combinations of Income (Y) and the rate 
of interest (r) at which the aggregate saving and aggregate investment arc in 
equilibrium. The LM curve, which shows the equilibrium in the money sector, 
shows those combinations of income (K) and the rate of interest (r) corres¬ 
ponding to which the supply of and the demand for money are in equilibrium. 

We have seen that in the classical model, for the equilibrium to exist, there 
were the following three questions. 

/=/(r) 

S=g (r. Y) 

• r=s 

Where /, S, r and Y denote investment, saving, rate of interest and income 
respectively. In the Keynesian model we had 

A/=L(r. Y) 

M,= M 
M=M, 

where M , M, and M denote the demand for money, the supply of money and 
the fixed money supply. 

The consolidation of both these models into one requires the double condi¬ 
tion of equilibrium to be satisfied, i. e. t 

I=S 

M—M, 

The equilibrium level of raooey income and the equilibrium level of rate of 
interest will be determined by that particular combination of income and the 
rate of interest at which the above stated double condition of equilibrium, given 
the saving, the investment, the demand for money and the supply of money 

* functions, is satisfied. Since to satisfy the above double condition of equili¬ 
brium we need to have the IS and LM curves, we derive these curves. 

The IS Function 

We know that investment is a decreasing or negative function of the rate of 
interest, i. e. t I=f (r) and ^»<0. When the rate of interest is high, investment 
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demand is low and vice versa. Consequently, the investment demand function 
will be negatively sloping in relation to the rate of interest. We also know that 
saving is an increasing or positive function of the level of income, i. e. t S=g (Y) 

and 


dS 

furthermore ~>0. 

aK 


Saving increases as income increases and consequently 


the saving function will be positively sloping in relation to the level of income. 
We have to find out those combinations of the rate of interest and aggregate 
money income corresponding to which the aggregate investment is equal to the 
aggregate saving. We might draw the following hypothetical table for this 
purpose. 


Table 1—Derivation of the IS Fuoction 

(Amount in crores of rupees) 


Investment Function (/) 


Saving Function (S) 

Rate of Interest 
( r )% 

Investment (/) 

Income ( Y) 

Saving (S) 

1 

2 

1 

2 

8 

0 

100 

0 

7 

10 

125 

10 

6 

20 

150 

20 

5 

30 

175 

30 

4 

40 

200 

40 

3 

50 

225 

50 

2 

60 

250 

60 


From the above table we derive the following combinations of the rate of 
ntcrest and income which give us the IS function as shown in Fig. 35.6. 

Table 2—The IS Schedule 


Rate of Interest (r) Money Income ( Y) 

•/ (In crores of rupees) 


8 

7 

6 

5 

4 

3 

2 


100 

125 

150 

175 

200 

225 

250 
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Fig.35.6 has four parts. Par. (A) of the figure shows the .dent.tyhner^wh.ch 
simply means that taking the rate of interest on both the axes we have r_r as a 
line of equality. Part (B) shows the investment demand function // showing tha 



the rise in investment depends upon the level of the race of interest. The II curve 
has been drawn by plotting the rate of interest and the amount of investment as 
shown in columns l and 2 of Table l. Part (C) shows the saving supply curve 
SS which has been plotted from the data in columns 3 and 4 of Table 1. It 
shows that the amount saved is a linear function of the level of income. Part (D) 
shows the IS curve on which lie those combinations of the rate of interest and 
money income where investment and saving are in equilibrium. At each point 
along the IS curve saving and investment are in equilibrium. 

The LM Function 

We have obtained the IS curve but we have yet to derive the LM curve which 
gives us the monetary sector equilibrium. We can construct a hypothetical table 
r showing the transactions and the speculative demand for money at different 
rates of interest and different levels of income and the supply of money. We 
assume the total money supply a9 given (M,=ai =Rs. 100 crores) and hence it 
remains unchanged at different rates of interest. 24 


h We could as well take the money supply as interest elastic-increasing as the interest rate 
increases and vice versa. This would, however, in no way materially alter the basic character 
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Table 3—Derivation of the LM Function 

(Amount in crores of rupees) 


Money Supply 
M,=M 

Speculative 
Demand for Money 
(M*) 

Transactions and 
Precautionary 
Demand for Money 
(Mx) 

Total Demand 
for Money 

('%) 

M, 

'<%> 

M z 

Y 

Mt 

(4+6) 

1 

2 

3 

4 

5 

6 

7 

1 

100 

1 

72 

70 

28 

100 

2 

100 

2 

64 

90 

36 

100 

3 

100 

3 

56 

110 

44 

100 

4 

100 

4 

48 

130 

52 

100 

5 

100 

5 

40 

150 

60 

100 

6 

100 

6 

32 

170 

68 

100 

7 

100 

7 

24 

190 

76 

100 

8 

100 

8 

16 

210 

84 

100 


From the data in Table 3 we can find those combinations of the rate of 
interest and income corresponding to which the total demand for money 
(A/i 4-A/ 2 ) is equal to the total supply of money (A/,= A/=Rs. 100 crores). These 
different combinations of money income and rate of interest, when represented 
on the horizontal and vertical axes on a diagram, give us the LM curve. Those 
combinations of the rate of interest and income corresponding to which the 
demand for and the supply of money are in equilibrium are shown in columns 
3 and 5 of Table 3 and can be reproduced below in Table 4. 


Table 4—The LM Schedule 


Rate of Interest (r) 

% 

Money Income ( Y) 

(In crores of rupees) 


1 

70 


2 

90 


3 

110 


4 

130 


5 

150 


6 

170 


7 

190 


8 

210 

— 


of our analysis. The LM curve would still be positively sloping although with J 
slope. In the extreme case where the money supply was perfectly elastic at some giv 
of interest the LM curve would have a zero slope, being perfectly horizontal. 
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From the data in Table 4. of the equilibrium rate of interest and the level of 
income can be derived the LM curve as shown in Fig. 35.7. 

In Fig. 35.7, part (A) shows the speculative demand for money; Part (B) shows 
equality between the total demand for money (M i and Mz) and the total money 
supply (Mm); Pert (C) shows the transactions demand for money Mi=L t (Y ); while 
Part (D) shows the LA/ 55 curve. The LM 2 * function has been derived by joining 
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the different points obtained by plotting the equilibrium levels of the rate of 
interest and income. Each point on this curve denotes equilibrium in the mone¬ 
tary sector in the sense that the aggregate demand for money (Af-Af.-f M t ) is 
equal to the aggregate money supply (M,). ' 


Determination of the Rate of Interest 

Having derived the IS and LM functions we have now to represent both these 
functions together on a diagram to derive the equilibrium rate of interest corres¬ 
ponding to which the real and the monetary sectors are in equilibrium. This can 
be done as shown m Fig. 35.8. 

in. l e n r«) 8 h 3 « 5 ' 8 d he T' 7 iDC T h “ b ” D Sh0WD 0D ,he and the rate of 

interest has been shown on the y-axis. The IS and LM functions have been 

reproduced from Fig. 35.6 and Fig. 35.7. We ge, the equilibrium rate of m,«“t 


L iPPea " d “ «»”• PP-147-58. Hicks calls i, simply „ 

(Martini. Bailey. National Income and,he Pr,cc 
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fo 5 per cent and the equilibrium level of income of Rs. 175 crores because at 

these levels of income and interest 
rate the double condition of equili¬ 
brium is fully satisfied, i*. e., in the 
monetary sector of the economy the 
demand for money is equal to the 
supply of money while in the real 
sector of the economy the investment 
and saving are in equilibrium. At 
any other combination of income 
and the rate of interest either the 
monetary sector or the real sector 
or both the sectors will be in dis¬ 
equilibrium. Consequently money 
income and the rate of interest will 
change until that level of money income and that rate of interest is re-esta¬ 
blished at which both sectors of the economy are in equilibrium. This is the 
modern or the neo-Keynesian theory of the rate of interest. 
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T HE theory of profit has remained one of the most unsatisfactory divisions of 
economic theory. In earlier times the treatment of profit was intermingled 
with interest and marely an attempt was made to formulate a separate theory of 
profits. With the exception of Clark’s dynamic theory of profit, which treated 
profit as the result of progress, the subject remained untackled. It is only in 
recent times that the existence of profit as a distinct share of the entrepreneur in 
the national product has been recognised. 

The reason why true significance of profit as a reward of the entrepreneur as 
distinct from interest that accrues to the capitalist was not realised is explained 
by the fact that it was not until the middle of the nineteenth century that the 
entrepreneur and capitalist became two separate factors of production with the 
appearance of large-scale joint-stock companies on the scene under the growing 
influence of industrial Revolution’. In the latter part of the eighteenth and 
early part of the nineteenth centuries when the classical economists were writing, 
the capitalist was also the entrepreneur. Consequently, in the writings of the 
early classical economists ‘profit’ meant the income of the business manager 
having command over the ownership of capital. Even in the writings of Adam 
Smith, whose epoch-making book Wealth of Nations has exerted a great influence 
on his own and subsequent generations, we find the idea of profit to be mislead¬ 
ing and it is not distinguished from interest. Even J.S. Mill, regarded by many 
as responsible for the rise and fall of the English classical school of economists 
pointed out that profit includes a payment of risk, wages of management and 
interest. Elucidating this fact Professor Frank H. Knight wrote: “Perhaps no 
term or concept in economic discussion is used with a more bewildering 
variety of well-established meanings than profit.'* Broadly, ‘profit’ is associated 
with percentage return on turnover, and percentage return on capital investment. 
Sometimes, profit is understood as a reward for entrepreneurship or as a return 
for the ownership of a business (which is different from the ownership of any 
factors). Sometimes profit is considered as an income earned by a factor of 
production, viz , entrepreneurship and sometimes it is considered as a residual 
income after all factors of production are paid off Thus, ‘profit’ has many 
meanings, often confusing. 
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1. MEANING OF PROFIT 

Ordinarily, ihe total income or revenue received by the businessman as a result 
of his business operations is called profit. For what purpose, or for what 
contribution made to production, he is entitled to get this return is not consi¬ 
dered at all. A vegetable hawker with small capital investment gets a reward 
which is mostly of the nature of wages for his labour. A retired government 
servant who is a passive partner in a financial firm may get his business income 
which is mainly interest on capital. In the case of many small businesses such 
as individual farming, partnership firms etc., profit may consist of wages, rent 
and interest. For example, part of the profits of the farmer will consist of wages 
for working and managing his farm; part of it may be rent on his land; and part 
of it may be interest on capital that he has invested business. Profit, in 
ordinary usage, may be termed as gross profit since it includes implicit wage, 
rent and interest. 

Gross and Net Profit 

The economist uses the word ‘profit’ to connote the surplus which remains 
after implicit rent and implicit interest are deducted from the total income 
derived by the firm because implicit wages, rent and interest should be considered 
as expenses incurred in transacting business and should be included in the cost of 
production. Any surplus which exists after meeting all cost payments—explicit 
and implicit—have been met may be termed as net profit. 

We can distinguish between gross and net profit as follows: 

(i) Gross profit = Total revenue minus total explicit costs (total revenue refers 

to the total income earned by the firm by selling its product; 
and total cost refers to all the explicit costs, i. e. t total 
expenses incurred by the entrepreneur in hiring the factors 
of production. 

(ii) Net profit —Total revenue minus total implicit and explicit costs, or 

= Gross profit —implicit cost. 

Gross profit contains elements of wages, rent and interest- wages of manage¬ 
ment i. payment for employing his own lime and energy in his own business, 
rent for land personally owned and used in his business and interest on own 
savings invested by the entrepreneur in his own business. Net profit is a 
residual income, aficr all contractual and non-contractual payments to factors 
of production have been made. It is, therefore, possible for net profit to be 
either positive or negative. It is positive when total revenue is larger than total 
explicit and implicit cost and negative when total revenue is smaller than the 
total cost. 

If all factors of production receive full value of their marginal physical pro¬ 
ductivity or contribution made to production (/. e„ if the price of the commodity 
is equal to the prices paid to different factors of production as will be the case 
under perfect competition in the long run) then no net profit will exist. However, 
in other cases something is left behind after meeting all the expenses of produc¬ 
tion. and the entrepreneur claims this surplus or residual product—net profit. 
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However, because of bis favourable position in the organisation and structure of 
the business, the owner-entrepreneur secures whatever remains after paying the 
owners of the other productive services. 

Normal and Supernormal Profit 

Economists distinguish between normal and supernormal profits. In short, 
normal profit may be defined as the profit without which the entrepreneur may 
not find it worthwhile to remain in the particular business. Normal profit is 
the minimum to induce the entrepreneur to remain and work in an industry. It 
may be termed as the return for the entrepreneur as a factor of production, in 
the sense of organising, managing, risk taking etc. Normal profit, as wages of 
management, is properly a cost of production and forms part of the price. 

Supernormal or excess profit, on the other hand, is any return above the 
normal profit. Excess profit, termed as a residual surplus, is of the nature of 
rent. Unlike normal profit, the existence of supernormal or excess profit is not 
a pre-requisite for the existence of a firm because so long as there is normal 
profit accruing to the firm the firm will continue in the industry. We know that 
any payment made to a factor of production, which is not necessary to induce 
that factor to work in a productive enterprise is termed as economic rent or 
surplus. Part of the total profit, therefore, may be normal profit and as such, 
is of the nature of wage payment and the rest may be excess profit and. there¬ 
fore, rent. 


Functions of Entrepreneur 

The concept of profit is intimately related to the concept of the entrepreneurial 
functions. But the question is who is an entrepreneur. An entrepreneur is a 
person with vision, originality and daring; who acts as the boss, who decides as 
to how the business shall run. who co-ordinates the activities of different factors 
of production, who anticipates the future trend of the demand and prices; who 
invents and introduces new ideas, a new commodity, a new process or some 
revolutionary machine; and who, in general carries out new activities. The 
entrepreneur is identified with the owner of a business, a speculator, an inventor 
and an organiser of a business. To make our meaning clear, we shall distinguish 
the functions of an entrepreneur from those of others. The manager or the 
chief executive of a business is one who keeps an established business running 

and is a salaried person, the entrepreneur, on the other hand, is one who acts 
as the boss and who decides as to how the business should be run; he is not oaid 
fixed contractual wages. The fundamental difference between an en.repreneur 
and all other factors of production is that while the latter are employed and 
paid a fixed contractual remuneration by the former, the entrepreneur himself is 

TXXSL any ° ne 3nd 15 n0, , Pa ' d 3 fiXed Salary ‘ While ,he remuneration 
of all other factors-rent wages and .nterest-will always be positive, the reward 
of the entrepreneur—profit—can be negative. reward 

The function of the entrepreneur was not clearly defined by classical economists 
who regarded the entrepreneur as the owner of the business enterprise to which 
he Supplied cap.tal. In those days, interest and profit were lumped together 
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In course of lime, enterprise was finally separated from that of supplying resour¬ 
ces. but the entrepreneur continued to remain identified with the owner. With 
the rise of the public limited liability companies with ownership vested in a 
large number of relatively passive shareholders and management and control 
vested in the hands of a small group of insiders known as the board of directors, 
there has been much confusion and contradiction in the writings of economists 
as regards the entrepreneurial functions. Some writers thought of the entrepre¬ 
neur as the owner of the business and as the co-ordinator. Others, like Professor 
Knight, conceived of entrepreneurship as a dual function of risk-taking and 
control and yet others like Schumpeter identified entrepreneurship with innova¬ 
tion. All these writers, at the back of their mind, associated entrepreneurship 
with ownership. But in large modern corporations there is a separation of 
ownership from control—ownership of business is with shareholders who do not 
exercise any control but who bear the risks, and control of the business is with 
salaried executives who rarely undertake any risk themselves. A company may 
not be doing well and may fail to pay any dividend (profits) to shareholders, 
yet the controlling group of the company do very well from directors' fees and 
profits gained from speculating on fluctuations in the price of shares which 
they, as insiders have a good opportunity of forecasting. The nominal owners, 
thus, may fail to receive any remuneration while others bearing little or no risk 
of business may earn profits. Thus, the classical theory of enterprise and profits 
breaks down when applied to modern public limited corporations. 

As a pre-requisite to the evolution of a proper theory of profit, an adequate 
concept of the entrepreneurial function must be formulated. In a dynamic 
world, production for market in anticipation of consumer demand requires a 
guiding, integrating and initiating force. This force which we call entrepreneur- 
ship signifies business and financial leadership and control of business. The 
entrepreneur may exercise control without any accompanying ownership as, in 
fact, is the case with many corporate executives and insiders. This is true in 
America. Hence, a new theory of profit should be evolved which would take 
into account the income of the entrepreneur when he is not the business 
owner. 1 

The entrepreneur resembles a speculator but differs from the latter in origina¬ 
ting and introducing innovations. The entrepreneur is more than an inventor 
since he not only originates as the inventor does but goes much further in 
exploiting the invention commercially. Entrepreneurship comprises of all those 
productive functions that are not thought to be rewarded by wages, rent or 
interest; it is not associated with routine human efforts (/ e., labour); it does 
not involve the use of indestructible natural resources (/.<?., land); it does not 
imply the provision of capital funds (i.e., capital). Thus, entrepreneurial function 
is a residual function. Primarily, the entrepreneur undertakes the following three 
functions: 

I. Risk-taking other factors may also bear risks but the risk of the entire 
business falls upon the entrepreneur. 

'Refer lo K A. Gordon's ankle entiled. ‘Enterprises. Profits and Modern Corporations, 

reprinted in the Kemting v in Income Distribution. 
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2. Originating —new products, new processes of manufacturing, and new 
opportunities of earning profits, etc. 

3. Combining and Co-ordinating Factors of Production —so that production 
may be possible and goods may be produced. 


Theories of Profit 

There are essentially three kinds of profit theories developed in the course of 
the last two centuries. 

In the first place, we have the functional theory of profit which regards profit 
as the reward for a factor of production—enterprise or entrepreneur-in the 
same way as wages arc regarded as the reward for labour and interest as reward 
for capital. Secondly, we have rent theory of profit which conceives of ‘profit’ 
as a residual income-as excess of price over costs—accruing to the owners of 
the business. Pure profit, according to this analysis, arises out of change, 
risk and uncertainty and friction inherent in a dynamic economy. Thirdly, we 
have institutional theory of profit which emphasises the unearned nature of 
profit and attributes the emergence of profit to “iostitutiooal monopolies'*. 

The first type of theory fully developed by Marshall after the English classical 
writers—which regards profit as the reward for enterprise—relates the return to 
the entrepreneur as a factor of production and attributes profit to some function 
performed by him. This theory considers profit as a determinate return, over 
the long run—the exercise of production along with land, labour and capital 
and attributed to that factor "profits of capital and business power". Profits 
are determined, in the long run. by forces of demand and supply operating upon 
the number of entrepreneurs. A fundamental assumption of this approach is 
that the operation of the market forces in the long run places normal valuation 
upon the particular contribution of the entrepreneur to productive process 
The second type of profit theory which regards profit as a dynamic surplus 
was originally found m the wrinngs of German economists VonThnuenand 
Mangoldt and has been made popular by J.B. Clark. The theory begins from 
‘“ pl,cal, °" s °f static equilibrium analysis viz., in a static economy all factors 

accrue . qU ,‘I Cnt ° f ‘ mPU ' ed marginal P roduct a " d hence no surplus 
accrues to the owncr-entiepreneur beyond his normal profit which is the wage 

of management. In the dynamic world, a surplus income in excess of conirar 8 ! 

ual costs arises as a result of changes which are brought about e'.her by a firm 

c cn all ihTfi Sht \ b ° Ut faC '° rS bey ° nd ,he conlro1 ofanyone firmor 

even all the firms together. The dynamic surplus theorv of Clart- <• c 

pe Th r cThtd h r nsk r h r ,es of Ha " c ' y and *52b2lvSou P d Schum - 

the origin and size of such unearned income to the existence of 

tion t^ e0f y “f profit*!^ the < ittttl;u,iona| U theoiy > <^ profit^Anf^H*" exp *° lta ' 

theories, there is no justification for the emergence of Is ° rd '" ]g ‘° ,hese 
socialists regard it as a toll-gate on a natural highway and a l^obC" 1 " 
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2. PROFIT AS RENT OF ABILITY 

According to some economists profit is the rent of the superior ability which one 
entrepreneur commands over the marginal or least efficient entrepreneur in the 
field of production. As rent is the result of the superior fertility power possess¬ 
ed by a given plot of land over the others which are in cultevation, so profit is 
the reward enjoyed by an entrepreneur for his superior talents over those 
possessed by the marginal enterpreneur. 

In 1836 Nassau William Senior, in his book entitled An Outline of the Science 
of Political Economy applied the rent to-all peculiar advantages of extraordinary 
qualities of body and mind.” John Stuart Mill repeated the same idea of 
identity between profit and rent in his Principles of Political Economy thus: ‘'the 
extra gains which any producer obtains through superior talents for business or 
superior business arrangements are very much of a kind similar to rent” The 
suggestion for treating rent and profit on equal footing made by Senior and 
Mill was developed into a full-fledged theorv of profit by the American econo¬ 
mist Francis A. Walker.- 

Walker's theory of profit is known as rent theory of profit. His treatment 
of profit as a source of surplus revenue accruing to the superior or intra-margi¬ 
nal entrepreneur is similar to Ricardo's treatment of rent as a source of surplus- 
earning accruing to the owners of superior (intra-marginal) lands. 3 By the term 
‘profit’ Walker understands the special remuneration of the entrepreneur, 
omitting any interest that he might draw as the owner of capital. Walker does 
not regard entrepreneur’s work confined to simple business arrangements and A 
superintendence which result in his being paid a salary equal to that of manag¬ 
ing director. He believes that his work is of a more dignified character, and 
consists largely of anticipating fluctuations of the market and organising pro¬ 
duction to match them i.e.. of adapting supply to anticipated demand. The 
entrepreneur is the true leader of economic progress—a real “Captain of Indus¬ 
try”. The presence of this special element of captaincy in the entrepreneurs of 
some industries as compared with those of others gives emergence to differences 
in industrial revenue—profit, exactly analogous to the differences in agricultural 
incomes—rent. 

Thus. Walker treats profit as the rent of ability. Just as there are dificreni 
grades of land, so also there are different grades of entrepreneurs. Those 
industries which arc run by marginal (or least efficient entrepreneurs who are 
just also to keep their heads above water by avoiding losses) entrepreneurs yfcW 
no profit beyond remunerating capital and labour at normal rate and leaving 


*Thc concept of profit as the remuneration for the cntcrprcncurs exceptional ability 
or skill is examined in his Treaise on Political Economy and has been further developed m 
detail in the Quarterly Journal of Economics. April 1887 in an article entitled “The Source 

of Business Profit." . 

3-Profit is the rent of ability. Just as there is no-rent land wnosc produce just covers 
pr. -c. so there is no prom firm or entrepreneur whose income just covers the cost of produc¬ 
tion; and just as tent of a piece of land is a surplus above the no-rent land and does Qo 
enter into price, so profit of a firm is a surplus above the non-profit firm"— Francis 
Walker. 
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only enough for the entrepreneur to prevent him from abandoning the produc¬ 
tion unit altogether. The case of the industry managed by the marginal entre¬ 
preneur is analogous to the marginal or no-rent land. But there are other firnw 
which are looked after by superior entrepreneurs possessing superior abilities 
which yield profit in the sense of surplus left after rewarding all factors of pro¬ 
duction including the entereprmeur. By imperceptible gradation we pass from 
such firms managed by entrepreneurs of mediocre abilities to prosperous ones 
and finally reach those which yield immense profit since they are managed by 
entrepreneurs possessing extraordinary organising ability. The case of such 
firms is analogous to the best grade lands, it is argued by the opponents of 
the theory that such abnormal profits represent wages withheld from the wor¬ 
kers. However, this is not the truth, for wages are often highest where profits 
are largest. Ceteris Paribus, the possibility is that higher profit in one firm as 
compared with another implies the greater capacity of the entrepreneur in the 
former case than in the latter. Thus superior entrepreneur's income is a pure 


surplus like the rent of land. 

Walker says: J‘Under free and full competition, the successful employers of 
labour would earn a remuneration which would be exactly measured in the case 
of each man by the amount of wealth which he could produce with a given 
application of labour and capital over and above what would be produced by 
employers of the lowest industrial or no-profit grade making use of the same 
amounts of labour and capital, just as rent measures the surplus of the produce 
of the better lands over inferior ones and what would be produced by the same 
application of labour and capital to the least productive lands which contribute 
to the supply of the market, lands which themselves bear no rent.*’ Thus, profits 
are like rent and do not determine price. They are of the nature of pure surplus 
measured by the difference between cost and price. 

Walker has shown, similarity between profit and rent. Although profit and 
rent belong to the genus ‘surplus’, both being mathematically differences bet¬ 
ween income and cost, yet they cannot be regarded as similar in all respects. 
There are many dissimilarities between the two. The system of joint-stock 
enterprises has become more important in modern economic world and it has 
thrown the old single entrepreneurial system into complete background. The 
manner in which dividends are distributed to the shareholders is in no way 
related to their exceptional ability. Consequently Walker’s conception of profit 
as rent has fallen into complete background ramaining nothing more than a 
mere historical curiosity. 

Secondly, difference between rent and profit arises from the fact that while 
rent is a known and expected surplus, profit is unknown and emerges as a result 
of our inability to forecast correctly future events. It is due to uncertainty 
regarding the future. For example, a monopolist's pure monopoly revenue is a 
rent-surplus only when he equalises his marginal cost with his marginal revenue 
on the basis of his knowledge of facts which turns out to be correct. But any 
producer, be he a monopolist or competitive producer, makes a profit-surplus— 
as different from rent surplus—when the income that he actually receives turns 
out to be greater than what he expected it to be. Thus, the difference between 
rent and profit is obvious. Any surplus above cost is rent or profit according 
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as it is foreseen and expected or not. In the absence of uncertainty, with 
knowledge about the future being perfect, all surplus in whatever manner earned 
would be expected and hence would be analogous to rent while the surplus 
emerging from uncertainty and unpredictable changes would have nothing to do 
with rent and most of the surpluses called profits are of this type. 

Thirdly, rent can never be negative. In the extreme case it can be zero. 
However, profits can be both negative and positive. Profits are negative when 
entrepreneurs suffer losses flowing from their over-optimism regarding future. 

Fourthly, rent can exist both in the static and dynamic state; Profit, on the 
other hand, is a peculiar feature of the dynamic state only since it is occasioned 
by uncertainties regarding the future. Since there are no uncertainties in a 
static economy, a static economy is a profitless economy. 

Fifthly, Walker has misunderstood the concept of profit because if he treats 
profit as a rent of ability, then profit cannot be part of the cost of production. 

It cannot figure in the determination of cost-price structure but on the contrary, 
will be determined by it. However, to say so is turning our back towards 
realities. Normal profit is as much a part of total cost of production as are 
wages or interest. Of course, surplus or excess or supernormel profit may be 
surplus. It is clear, therefore, that Walker did not distinguish between normal 
profit and supernormal profit. 

Finally, in modern times when joint stock companies occupy an important 
position in business economy, we find that the manner in which dividends 
accrue to the shareholders has very little or no relationship to the ability of ^ 
shareholders since the intelligent and dull shareholders enjoy equal dividends. 

On the contrary, the dull and less able may enjoy higher dividend if per chance 
he happens to possess shares entitling him to higher rate of dividend. Thus, 
Walker’s rent theory of profit is far from beiog a perfect explanation of profits. 

3. DYNAMIC THEORY OF PROFIT 

This theory has been enunciated by J. B. Clark who defines profit as the excess 
of the price over cost of production. To understand the theory we must fully 
understand the distinction between a static and dynamic economy. 

In a static state nothing is uncertain as nothing is left to chance. In such a 
state, the economic activities of last year would be repeated without variation 
this year. Everyone will be sure that the economic activities of this year will be 
duplicated next year. In a static economy, there would be no problem of intro¬ 
ducing new products in the market, no problem of exploitation of new markets, 
oo inventions or new techniques of production, no new supplies of factors of 
production, no new government regulations, no change in consumer tastes, no 
change in population, or in its composition, etc. The only risks that can arise 
in a static economy would be acts of God such as fires, droughts, floods, etc, 
but all these risks are insurable with companies organised to bear them and 
hence are of no consequence to the entrepreneurs. 

Absence of Profit in Static Economy 

In a static economy neither demand nor supply changes or they change at a 
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known rate. Demand for any commodity depends upon the size and compo¬ 
sition of population, consumer’s incomes, tastes and fashions of the consumers, 
the possibility or otherwise of substitutes and the price of the commodity as 
well as the price of the related commodities. The stationary state, by implica¬ 
tion, rules out changes in all the above factors which control and influence 
demand. If demand for any commodity remains the same, the price of that 
commodity will have to remain the same, unless warranted by change on the 
^ supply side. But the supply of the commodity is also assumed not to change in 
a static equilibrium. In other words, those factors, which influence supply of the 
commodity such as the introduction of a new commodity or a new production 
process, or a new method of selling a product, or change in the supply and cost 
of raw materials, etc., do not change in a static economy. Thus, when demand 
and supply do not change, the price as well as the cost of production of the 
commodity remain the same. 

If price and cost of production of a commodity do not change, it does not 
mean that there is no profit. If, for example, the price of a commody remains 
fixed at Rs. 5 per unit and the average total cost (for all factors including nor¬ 
mal profit for the entrepreneur) is Rs. 4 per unit, there will be a profit of Re. 1 
per unit. Or if the price remains at Rs. 5 per unit and the average total cost 
Rs. 6 per unit, negative profit (loss) will be equal to Re. 1 per unit. However, 
in a static economy this is not possible. The price and cost will have to be equal. 
For, when we state that in a static economy demand and supply for any commo- 
dity do not change because the factors on which they depend do not change, wc 
also imply that there are no motives which will change these factors themselves. 
Why should supply for a commodity change, so long as there is no increased 
demand for a commodity? Supply of a commodity will increase only when there 
is profit and supply will contract when losses are present. But presence of profit 
or loss will disturb production and supply which is ruled out by static equili¬ 
brium. In an economy where there 
is no profit or loss the price of the 
commodity will be equal to the ave¬ 
rage total unit cost of production of 
the commodity ( ATUC) as shown in 
Fig. 36.1. 

In Fig. 36.1 AUTC is the average 
total unit cost curve; A/C is the 
marginal cost curve: and AB repre¬ 
sents both the average revenue (AR) 
and marginal revenue (MR). In 
equilibrium when there is neither 
> excess profit nor loss to the firm the 
price is equal to AUTC. Consequent¬ 
ly, in static equilibrium the price of the product will be equal to the average 
total unit cost of production including normal profit to the organiser; neither 
profit nor loss exists in such a state. However, such a stationary state of long 
run equilibrium is never actually attained; it remains only a theoretical concept. 



Fig. 36.1 
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In the actual dynamic world everything is uncertain; nothing can be anti¬ 
cipated with perfect certainty A dynamic economy is one in which all factors 
which influence demand and supply change continuously, resulting in profit or 
loss. Demand for a commodity or service may increase because of increase in 
population: rise in the incomes of the consumers; non-availability of substitute 
products, change in tastes in favour of the commodity etc. Such an increase in 
demand will lead to rise in price of the product: and if the cost of production 
remains the same, profit will arise. Sometimes, supply of a commodity or 
service may change on account of the introduction of a new process of produc¬ 
tion; cheapening of a raw material: improvement in transport facilities etc. 

There are two main types of changes which can affect an economy. In the 
first place, there are changes which are common to all the firms in an industry 
and sometimes common to all the industries in the country, these are changes, 
over which no individual firm or industry has control. Secondly, there are 
changes which are deliberately introduced by a firm in order to reap a profit. 

General Dynamic Changes 

Those changes that are common to all firms may affect the demand or supply 
of a commodity or service. A change in fashion—favourable or unfavourable- 
may affect the demand for a commodity. An inflation by increasing the money 
incomes of the public, will increase the demand for the product. On the other 
hand, cheapening of a raw material through the introduction of a new manufac¬ 
turing process will reduce the cost of production War, inflation, depression 5 
etc., are all changes in modern economy which lead to profits or losses as the 
case may be. In inflation prices and costs rise but prices rise faster than costs 
because most of the costs arc contractual factor payments and do not conse¬ 
quently rise so fast. Hence producers and merchants secure larger profits. In 
depression, we can expect the opposite trend—prices and costs decline—but the 
latter, because of their contractual character fall less than the former. The profit 
margins decline and in fact negative profits appear. Business depressions are 
always periods of extreme losses, business liquidations and misery all round. 
These are changes which afTcct all firms and industries and they are beyond the 
influence of any one firm or industry. 

Dynamic Changes Special to a Firm 

On the other hand, we have dynamic changes which are introduced by the 
individual firms. These changes may take the form of an invention of some 
new machinery; introduction of a new process of production of a commodity or 
service; introduction of a new method of selling and advertisement etc. 

It is these chances which are the sine que non for the emergence of profit. ^ 
According to Clark, profit belongs essentially to economic dynamics. It has 
nothing to do with economic statics. In the static state, where friction is un¬ 
known and where condition of perfect competition abounds, each factor gets 
what it produces, product prices are equal to their costs of production andcons- 
quently there is no profit beyond the wages of supervision. In a static economy 
pure profit would be annihilated as fast as it could be created*. 
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Criticism of the Theory 

Clark’s theory has been criticised by many economists particularly by Professor 
Frank H. Knight. It is argued that the theory docs not distinguish between a 
change that is foreseen in advance and the one that is not so foreseen. The 
moment we assume that all the ‘dynamic changes* enumerated by Clark are fore¬ 
known sufficiently in advance, and their course can be correctly predicted the 
entire Clarkian thesis based upon the effects of dynamic changes is demolised. To 
this argument Clark might reply that all dynamic changes are unforeseen and 
unpredictable. However, the truth of real facts falls between these two 
extremes—some changes are foreseen while others are not. It is very difficult to 
separate the effects arising out of one change from those that arc due to another. 
Moreover, it is possible to visualise a dynamic societv where all prices corres¬ 
pond to ‘natural* standards or are constantly equal to cost of production, 
excluding thereby every chance for an entrepreneur to earn profit. It is wrong 
on Clark's part to define ‘natural* conditions as ‘static* conditions. 

There are certain dynamic changes, like industrial progress which can take 
place where all future conditions are well foreseen and where all future condi¬ 
tions are highly predictable and certain. Under such a situation, notwithstanding 
the introduction of new inventions and the discovery of new productive resources, 
speculative element having been removed, no profit would exist and the entire 
productive activity would consist of only wages, rent and interest. Thus, it is 
improper to associate profit with dynamic changes. Dynamic changes give 
birth to profit only in so far as these changes and their consequences are unpre¬ 
dictable. 

It is not change which is the cause of profit because if the change is known, 
no profit can arise. The relationship between change and profit is uncertain 
and indirect. Change might give rise to profit only when it causes a situation 
to emerge in which future is rendered uncertain. Although it is true that with¬ 
out change there would be no profit but it is also true that only such change 
which brings about uncertainty can be responsible for profit. Not only may a 
change occur without occasioning profit, but profit may arise in the absence of 
any dynamic change mentioned by Clark who fails to take note of uncertainty 
as the essentially dynamic element in the economic system. Knight correctly 
remarks that “it is not dynamic change, nor any change, as such which causes 
profit, but the divergence of actual conditions from those which have been 
expected and on the basis of which business arrangements have been made.” 4 
Thus, it is not change as such but uncertainty about this change that gives rise 
to profit. “Uncertainty is thus a permanent feature of economic system. It is 
one of the limitations of human ingenuity that it cannot unearth the contents 
of the future. Trained instincts of businessmen coupled with statistical infor¬ 
mation may go a long way, but in so far as the course of nature (both physical 
and human is anything but rhythmical) the future would always remain more or 
less of a mystery.*’* “So long as entrepreneurs start operations with imperfect 
knowledge about the state of the market, and the anticipated marginal product 

4 F.H. Knight, Risk, Uncertainty & Profit , p. 38. 

6 A-K. Das Gupta, The Conception of Surplus in Theoretical Economics, p. 188. 
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of (he hired factors deviates from their actual product, so long a surplus would 
persist.”® 

Not only does Clark ignore the role of uncertainty in the emergence of profit, 
but he also rejects the view that profit is reward for risk-taking by the entrepre¬ 
neur. Criticising Hawley, who has developed the risk theory of profit Clark 
argues that even if risk-taking gives rise to profit it goes to the capitalist and 
not to the entrepreneur as such. “It goes without saying that the hazard of 
business falls on the capitalist. The entrepreneur as such is empty-handed. 
No man can carry risk who has nothing to Io*e.” 7 It is not difficult to see the 
truth that to the extent uncertainty is borne by the capitalist he is the entrepre¬ 
neur. Although Hawley did not develop the role of uncertainty in the economic 
system yet be saw the nature of uncertainly as the following quotation shows: 
“Uncertainty and risk are connotations The one cannot exist without the other. 
The moment any element is determined, uncertainty ceases. It is, therefore, 
only in the undetermined residue that uncertainty inheres. A residue, until 
finally determined, connotes a risk; and a risk connotes an undetermined 
residue. The moment a residue is determined, the risk is annihilated.”* Thus, 
Clark's approach is at best one-sided and cannot be accepted. 

Lastly, Clark's conception of economic dynamics is itself worked out against 
a static background and is much too mechanical. The ‘static standard' that 
rules in the dynamic economy is a sort of ‘norm’ which the economic system 
ever strives to attain. This indeed is a study of comparative statics. The 
emergence of profit is considered to be merely a stage in the regular progress of ^ 
the economy. In the ult mate analysis it turns out to be a “frictional surplus" 
the significance of which is just to raise the economic standard. Clark misses 
the role of uncertainty aod anticipation in shaping the course of things. 


4. INNOVATIONS THEORY OF PROFIT 

Joseph A. Schumpeter's theory of profit is similar to the dynamic theory of 
Clark. Like Clark, Schumpeter also attributes profit to dynamic change but 
instead of five ‘genetic changes' of Clark, he resorts to ‘innovations’ to explain 
the emergence of profit. An innovation is more than having a new idea. An 
inventor may design a new machine but there is no original economic contribu¬ 
tion until someone has had the machine built and put it into business operation. 
Money is needed for this and it must be risked if a new idea is to be put into 
effect. It may often happen that one man may design a new machine, but 
another may have the vision to make its commercial application and yet another 
may be required to advance money to realise these potentialities. All these three 
men may be said to have participated in innovation and all should be rewarded 
with part of the profits. 

The motive for introducing innovations which lead to economic progress is 
to obtain profit. Profit, therefore, is the cause of innovations. And if tbe 

7 J B. Clark, ‘Insurance and Business Profit*, Quarterly Journal of Economics, V ol. VI1 - 
p.46. 

•Hawley, •Enicrprisc and Profit*. Quarterly Journal of Economics, V©l. XV. p. 78. 
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innovations turn out to be successful, the result will be profit. Thus prolit is, 
according to Schumpeter, both the cause as well as the effect of innovations and, 
therefore, is also cause and effect of economic progress. 

When a certain innovation is introduced profit comes into existence. Such an 
innovation may take the form of introduction of new machine; enlargement of 
the size of the undertaking; exploitation of a new source of raw material; change 
in the quality of the commodity; discovery of new markets etc. Whenever any 
such change is introduced, it necessitates a new combination of factors which by 
reducing cost of production below the prevailing price causes profit to emerge. 
Profit accrues not to the man who conceives the idea of innovation, nor to him 
who finances it but to him who introduces it. 


Here we should note another aspect of prolit which is the result of innovation. 
When an innovation is no longer novel and patented, all the advantages and 
disadvantages of an idea or a process that was once novel are well known and 
profit will disappear. Thus, profit which is the result of innovation is always 
temporary and would be competed away by rivals and imitators. However, 
while one source of innovational profit is disappearing some new or more clever 
innovation may be born. Hence, innovational profits have a tendency to appear 
and reappear. 

It should not take us long here to criticise Schumpeter. All the criticisms 
that are valid against Clark’s theory are equally relevant here. Firstly, like 
Clark, Schumpeter also fails to take note of uncertainty as an essential dynamic 
element in the economic system. “If the innovator foresees the consequence of 
his action upon the cost and price of the commodity in question, then what he 
gets is simply a higher value imputed to his superior capacity. If. therefore, 
monopoly revenue is outside this category, and so it is, for we are concerned 
here with dynamic surplus as such-it is difficult to see how the income of the 
innovator, when he foresees the effect of his innovation, can be called net 
profit.’’’ Secondly, like Clark, Schumpeter also denies the role of risk-bearing 
in the determination of profit because he says: “The entrepreneur is never the 
° nC Wh ° giVCS crcdil coracs 10 8 ricf if 'he undertaking 
mlkino A ! Sn ° l l ° Say S0 ’ bccausc lhc u,liraalc responsibility of 

busSs $,0nS * UP ° D thC PCrS ° n Wh ° faCCS lhc unccr ' a inty of 
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has been particularly upheld by Hawley who has given a most complete exposi¬ 
tion of his theory in his book Enterprise and Productive Process published in 
1907. With regard to profit—the reward of an entrepreneur—Hawley remarks: 

“.the profit of an undertaking, or residue of the product after the claims 

of the land, labour and capital are satisfied, is not the reward of management or 

co-ordination but of the risk and responsibilities that the undertaker.subjects 

himself to.” Expressing the idea differently, he says: “The final consumer is 
forced to include in the price he pays for any product not only enough to cover 
all the items of cost to the entrepreneur among which items is a sum sufficient 
to cover the actual or average losses incidental to various risks of all kinds 
necessarily assumed by the entrepreneur and his insurers—but the further sum, 
without which, as an inducement, the entrepreneur, or enterpriser and his insurers 
will not undergo or suffer the irksomeness of being exposed to risk. This surplus 
of consumer’s cost over entrepreneur's cost, universally regarded as profit, and, 
from the nature of the case, an unpredetermined residue is the inducement for 
assumption by the entrepreneur, of all the risk, whatever their nature, necessita¬ 


ted by the process of production.” 

According to Hawley, risk-taking is an essential function of the entrepreneur 
and is the basis of profit. In Hawley’s theory of distribution, enterprise is the 
only real productive factor, the others—land, labour and capital having been 
relegated to the subordinate position of ‘mere means of production’. 

The risk-bearing theory of profit has been criticised on different grounds. In 
the first place, as has been pointed out by Carver, 11 profits arise not because 
risks are borne by the entrepreneurs but because the superior entrepreneurs are 
able to reduce them. Thus, profits accrue to superior entrepreneurs as a result 
of their ability to reduce their risks. Secondly, it is not every risk that can 
account for the emergence of profit. Knight has suggested that there are t /o 
types of risks—those which can be foreseen and hence are insurable and those 
that cannot be foreseen and hence are oon-insurable. It is only the latter type 
of risks that are responsible for the emergence of profit. Thus, although profits 
contain some remuneration for risk-bearing, yet the high profits made by the 
entrepreneurs cannot entirely be attributed to risk-bearing. 

According to Knight, it is uncertainty-bearing rather than risk-taking, which 
is the special function of the entrepreneur and which g ,v es rise to profit, 
the future were perfectly known and certain, then there would be oo mk and 
consequently no profit. Profit is closely tied-up with uncertainty. According 
to Knight, risks inherent in any business are of two kinds-msurablc and non- 
insurable. Those risks which can be calculated statistical y and can, herefore. 

insured with an insurance firm are of two kinds: (a risk <o propcr,y o loss 
to property due to fire, earthquake and other natural calam 1 .,es. and b n k 

of dishonesty such as loss due to theft, robbery. bu , rglar >L ” 

risks are not the responsibility and worry of the entrepreneur benuMb’ paymg 
Insurance premium to an insurance company the entrepreneur »ateolved of 

this worry. This insurance premium becomes a part of the s P 

and enters into the product-price. 


nj.N. Carver. Distribution of Wraith, p. 274. 
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But there are certain non-insurable risks of business which are . ot emanable 
to statistical measurement and thus cannot be treated on an actuarial basis, and 
yet these risks must be borne by the entrepreneur himself if he has to carry on 
production at all. These uninsurable risks are: 

la) Competition risks which arise from the possibility of other entrepreneurs 
entering the industry or of the development of some new and competitive 
product; 

(b) Technical risks which arise from the possibility of newly installed machi¬ 


nery becoming obsolete; 

(c) Risk of government actions arising from the possibility of government 
adopting some economic policy which might raise the costs or lower the price* 
of the goods causing fall in profits or the emergence of losses; and 

(d) Business cycle risks which reduce consumer outlays and thus reduce 
demand during downswing. 

The above risks are non-insurable with any insurance company and are 
therefore, borne by the enterprisers themselves. These non-insurable risks are 
called ‘uncertainties* by Knight because in his opinion the term 'risks’ should 
be applied only for those risks which are known and foreseen. Profit is said 
to arise for undertaking uncertainties of business. 

Knight’s theory has been criticised mainly on three grounds. Firstly, 
uncertainty is not the only factor that causes profit by limiting the supply of 
entrepreneurs. Want of funds, want of knowledge, ignorance of opportunities, 
and frictions of the economic system also restrict the supply of entrepreneurs. 

Secondly, uncertainty-bearing is not the sole and exclusive function of the 
entrepreneur. The profit that an entrepreneur receives is also the reward for 
other services which he renders, e.g. t initiating, co-ordinating, bargaining, etc. 

Thirdly, uncertainty-bearing—although it may be resposible for the emergence 
of profit—cannot be elevated to the status of a factor of production. It is 
nothing more than an element of real cost which means exertion, abstinence, 
sacrifice, etc. as distinguished from money cost. Thus, uncertainty-bearing 
cannot be treated as a separate factor; at any rate it cannot be regarded as the 
only cause responsible for profit. 


6. IMPERFECT COMPETITION AND PROPIT 

So far, the emergence of profit in the economy has been explained in terms of 
innovations, dynamic changes, uncertainty and risks. We shall now see how 
profit can arise under conditions of imperfect competition. Under perfect 
competition in the long period, price of the product will always be equal to the 
average and marginal costs of production. Furthermore, the price paid by the 
entrepreneur to the factors of production is equal to the average and marginal 
revenue products of each factor. As a result, therefore, the entrepreneur 
under perfect competition does not secure any supernormal profit either from 
the selling of the product (because price=average cost) or from the production 
of the commodity (since the price paid to each factor=the average revenue 
product of each factor). He secures only normal profit. 
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In imperfect comp rtition (which includes monopoly, duopoly, oligopoly and 
monopolistic competition) the entrepreneur exercises control over the supply 
and price of his product. He can cause artificial scarcity of his product with 
the object of raising the price above the cost of production and earn super¬ 
normal profit. It is also possible for the entrepreneur, if he is a large purchaser 
of factor services, to pay a factor of production an amount considerably lower 
than the marginal revenue productivity of that factor causing monopsonistic, 
duopsonistic or oligopsonistic exploitation of that factor of production. Thus, 
through the twin devices of monopolistic and monopsonistic exploitation, a 
producer or seller under imperfect competition succeeds in earning supernormal 
profit. 

In the real world there is imperfect competition and hence all dynamic 
changes and innovations may be associated with imperfect competition. For 
example, the possession of a new invention or a new process gives some mono¬ 
poly power to the firm possessing it from which it can secure supernormal profit 
if other things work out favourably. From this, it may be concluded that 
monopoly power is all-embracing and is responsible for the emergence of the 
phenomenon of profit. However, it is better to treat the profit that arises as a 
result of the exercise of monopoly power as a separate category—as different 
from the profit arising from dynamic changes, innovations and uncertainty etc. 


Conclusion 

An unbiased study of different theories of profit leads us to the conclusion 
that the emergence of profit caonot be explained with the help of any one 
single theory. In fact, all the theories are closely inter-related so as to form an 
organic whole. It is possible to establish an intimate relationship between 
innovations, dynamic changes, uncertainty and risk-bearing and profit. It is 
innovations that lead to dynamic changes which in their turn lead to economic 
progress because all the economic progress we see around us is due to the actions 
of men of daring and vision who take initiative and who introduce some new 
process, new machine, new product or new idea. Some have been successful 
but many have been failures. The motive for introducing innovation which 
leads to econcmic progress is to obtain profit. Profit therefore, is the cause of 


innovations. . „ 

It should be noted here that uncertainty is related to and is inherent in an 

dynamic changes and innovations. A dynamic change may be either a general 

change common to all (he firms and beyond their control or it may be special or 
particular to any one firm which has introduced the change voluntarily. In 
both cases this change may be favourable or otherwise and the effect will be 
borne by the entrepreneur. This uncertainly is the hallmark of dynamic changes^ 
The notions of risk-taking, uncertainty and innovations are obviously t.ed-up 
together in the case of a single firm. There have been innovattons. costing 
almost nothing to the firm which have been extremely successful and consequently 
brought in enormous profits. But there have been large number of innovations 
Which have been failures leading to the liquidation of the innovators. Thus, 
innovation is uncertain and uncertainty is tied-up with risk. 
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One important feature of profit which is brought out by the above discussion 
of the relationship between profit and dynamic change, innovations, uncertainty 
and risk-bearing is that profit is always uncertain and can never be correctly 
anticipated. It is possible that a firm or a group of firms or even industry 
consisting of hundreds and thousands of firms may anticipate together. It is 
also possible that some firms may correctly anticipate their probable profits 
for any given year. However, in general, profits are non-calculable, cannot be 
accurately estimated and are thus uncertain. Some firms which were definitely 
certain to get profits may ultimately land themselves in losses at the end of the 
year. Have we not come across many a lime of film producers who were sure 
of the box-office successes of their masterpieces crash into box-office flops? 
Have we not come across, many a time, the failure of intelligent and enter¬ 
prising organisers when a dull and unenterprising businessman is succeeding 
wonderfully? There is thus no certainty whether profit will arise at all and 
even if it does what will be its size in any particular period. Uncertainty is, 
therefore, the essential characteristic of profit. 
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INEQUALITY OF INCOMES 


D ISTRIBUTION of national wealth and income may best be analysed under 
the theory of personal distribution and the theory of functional distribution. 
Personal distribution relates to the division of national income between indivi¬ 
duals. What determines the manner in which wealth and income are divided 
among the people? Why Mr. A gets a monthly income of Rs. 1,000 while Mr. 
B gets only Rs. 50? Why are some people rich while some others are poor? 
These questions form the subject matter of the theory of personal distribution. 

Functional distribution refers to the apportionment of national income among 
owners of land, labour, capital and organisation, which are employed in the 
production process Functional distribution implies that evety factor of produc¬ 
tion gets a share in the total income produced according to the function of ser¬ 
vices performed or according to the contribution made by each factor of produc¬ 
tion to the production process. The owner of land gets rent; the owner of 
labour service gets wages, the capital owner gets interest for the capital invested, 
and so on. Land-rent, wages for labour and interest for capital are prices 

receded by the owners of factor services for definite economic contribution to 

production. It is because different factors of production are paid differently, the 
owners of these factor services come to secure different amounts of income. 
Functional distribution of income, therefore , leads to personal inequality of incomes. 

Since Inequality of income is considered as the worst defect of capitalism and 
since it has been directly responsible for the emergence of socialism and commu¬ 
nism in place of capitalist society, we shall analyse the causes which have been 
responsible for the emergence and continuance of inequality of incomes in a 
free society and formulate a solution to this problem. 


1. CAUSES OF INEQUALITY OF INCOMES 

We can distinguish between three different groups of causes which are responsi¬ 
ble for the inequality of incomes. In the first place, there arc some causes which 
arc responsible for the emergence of large and small fortunes. Secondly, 
arc some causes which magoify the differences between the neb. and the 
Lastly, there are some factors which have perpetuated the mequahtyof 
from generation to generation. Let us now d.scuss each one of these dtfferen 
sets of causes. 
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(a) Differences in Economic Functions 

Differences in incomes of different people arises because bf differences in jobs. 
Some occupations carry large salaries, while others carry meagre wages. Those 
jobs which require high administrative ability, involve great responsibility, need 
high academic qualification and experience and those which require special 
talents carry high salaries and are available only to a select few. The majority 
of occupations, on the other hand, do not require any special ability or quali¬ 
fication and are open to all sections of people and hence they command lower 
salaries. A large number of young men may not be able to secure better paid 
jobs cither because they do not have the necessary or prescribed qualifications, 
or because they do not have the inherent ability and talent or because they lack 
the necessary social background or contact or simply because they lack luck. 

In this connection, we should emphasise two general factors which have an 
intimate influence on differences in incomes of individuals. These two factors 
arc heredity and environment. It is not true that all men are born equal. 
Physically and intellectually different people are endowed with different talents. 
Some are very intelligent while some are dull, some have musical and artistic 
talents while others have aptitudes for science and mechanical arts. These dif¬ 
ferences are largely hereditary. It is natural that such differences should lead to 
inequalities in incomes of different people. The more gifted members of society 
can be normally expected to be more successful than their less well-equipped 
fellowmen. 

Secondly, people are not only variously endowed with at birth, but they are 
offered unequal advantages by environment in which they are placed. Those 
born in well-to-do families get a favourable start in life through good education, 
better training and social contact. Besides, these youngmen may inherit wealth 
which will provide them the necessary capital to launch them into business of 
their own. But those who are unfortunate enough to be born in poor families 
may not have the advantages of proper and adequate education and good social 
contact to fix them up in executive posts, and they do not inherit any property 
to provide them with necessary capital. Thus, it is inequality of opportunities 
which leads to the emergence of great inequalities of incomes. There is a 
vicious circle in which economic inequalities lead to inequality of opportunity 
which in turn gives rise to still further inequalities in economic status. Professor 
Tawney in his famous book entitled Acquisitive Society has brought out this 
vicious circle thus: "Wealth in modern society is distributed according to oppor¬ 
tunity and while opportunity depends partly upon talent and energy, it depends 
still more upon birth and social position, access to education and inherited 
wealth in a word, upon property. For talent and energy can create opportu¬ 
nity. But property need only wait for it." The son of a poor man, as Tawney 
correctly stated, may create opportunity through talents and energy but the son 
of a rich man has opportunity thrust upon him. 

Thus, inequalities of income are created by the existence of different types of 
jobs with different remunerations. Differences in heredity and environment 
play a very important role in people taking up different jobs. 
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(b) Institution of Private Property 

But so far we have not explained how large fortunes are made though we 
have shown how differences in income arise- It is obvious that large fortunes 
arc rarely made through salaries or even through interest income. Except 
possibly in the case of highly paid cinema stars, wages and salaries are not high 
as to warrant a rapid increase, in fortunes. As regards interest, incomes cannot 
be high except in the case of large investments. Large fortunes are generally 
derived from land-rents and profits. In new countries like U. S. A. or in old 
countries like India, new towns and townships continue to arise. Land value 
rises and those with land make fortunes by simply waiting and disposing of land 
at very high prices. Great fortunes are also made by those who get possession 
of natural resources such as oil and coal. 

In the last 200 years or so since the industrial Revolution, great fortunes have 
always been associated with manufacturing and trading profits. Business profits 
arise due to the enjoyment of monopoly power in the form of patent and trade 
mark, control and exploitation of monopoly resources such as oil and also 
through financial manipulations and speculative dealings. In some cases, these 
fortunes have been made through great personal sacrifice and honesty. In certain 
other cases, these fortunes have been made through unscrupulous methods and 
predatory practices. 

Thus, inequality of incomes which has its origin in unequal opportunity bet¬ 
ween people, is intensified by the system of private property which exists in all 
capitalist societies. The owner of property whether it consists of land or a 
factory or a mine, enjoys special benefit and privileges. He gets a large share 
in the income produced in a country by means of land-rent, interest for capital 
and profits. While wages have tended to be stable or increase, at best, at a 
low rate, profits and rents have tended to rise at a rapid rate with the growth of 
science and technology. What is worse in incomes from property is that they 
are mostly unearned incomes. 

(c) System of Inheritance 

The third important cause responsible for inequality—it is not responsible for 

its origin but for its continuation—is the institution of inheritance. A funda- 
mcnral characteristic of private property institution is the transmission of wealth 
through the institution of inheritance. This institution has been considered as 
the chief agent for the perpetuation of economic inequalities. It is the accepted 
practice in all capitalist countries that, through the system of inheritance, property 
is passed on from father to son without much restriction and thus the inequal¬ 
ities of today become the inequalities of tomorrow. The system of inheritance, 
therefore, does not cause inequality—for wealth has already been accumulated— 
but perpetuates it. Taussig wrote: -It is this which explains the perpetuation 
of the incomes derived from capital land and income yielding property of all 
sorts, and so explains the great continuing gulf between the haves and the have- 
nots.*'' 

»F.W. Taussig. Principles of Economics. Vol. II. P- 298. 
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The system of inheritance of wealth is obnoxious because it gives to the 
descendants of the rich an advantage they have in no way earned. The original 
creator of wealth might have sweeted to get every single pice of his fortune but 
his heirs and successors may not have played any part in the amassing of the 
fortune. The heirs enjoy the fortune merely through an accident—they are born 
in a rich family. Inheritance has largely been responsible for the emergence of a 
leisure class whose members live in idleness and luxury without contributing any 

* productive service to the community. 

There is one more point to be noted here as regards inheritance. Not only 
arc inequalities continued and perpetuated through the system of inheritance 
but in most cases they are vastly increased since great fortunes have the habit 
of multiplying. The Rockefellers, the Fords, and the Du Ponts in America and 
the latas and Birlas in India have been enjoying their large fortunes for many 
generations, and these fortunes have been multiplying with every generation. 
Some of these fortunes have become so huge that there is absolutely no danger 
of their being dissipated. Concentration of wealth is proceeding apace and in¬ 
equalities of wealth arc becoming increasingly greater with the passage of time. 
The institution of inheritance is probably the chief instrumcni in perpetuating 
and increasing inequalities. 

Inequalities of incomes arise out of the difference of individuals as regards 
talents and environment. They are prepetuated by the institution of private pro¬ 
perty. They are continued by the system of inheritance by which wealth can be 

• 8 Passed on from one generation to another. These three different causes which 

operate simultaneously in a free economy, should be kept in mind in any attempt 
to remove or reduce inequalities of incomes. 


2. EFFECIS OF INEQUALITY OF INCOMES 

Economic inequality has been responsible for differences in the standards of 
lmng between people. Some people live in luxury while others wallow in 
poverty. There is extreme poverty in the midst of plenty. Someone remarked 

that m modern times both the rich and the poor suffer equally from stomach¬ 
aches. the former because they have eaten too much and the latter because they 

themsXesatd 0 ,^-' a ‘"h' 3- * V " y high proporlion of People cannot maintain 
themselves and their dependents even on subsistance level which is necessary to 

ensure continuous bodily and mental fitness to carry on permanently in Uteir 

occupanons and to live and function in their community with decency and self- 

Wattes in Consumption. Economic inequality is responsible for enormous 

wealth "1 C ° n T Pli0n - Thete is a natural tendency particularly among the 
wealthy, to spend extravagantly for the sake of winning the admiration of those 
who cannot five on such a lavish scale. The "desire for dtstincion '-th/des, 
for conspicuous consumption"-* a characteristic found among all classes of 
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and the business magnates have palaces and bungalows to live in. While millions 
of people are living continuously wondering as to when they will have their 
next meal of coarse chappatis and green chillies, the dogs of the rich are fed 
with imported biscuits and fresh meat. The rich spend much of their surplus 
incomes uselessly leading to much dissipation, demoralisation and unhappiness. 
Many women of great wealth spend much of their time and money extravagantly 
on parties, jewellery, clothes, etc. The resources employed in providing the rich 
with luxuries of useless value, contribute little to the social product. At the same 
time, the poor are undernourished, poorly clothed, ill-housed &nd ill-educated. 
Out of poverty grows disease, dissipation, vice and crime, leading to the loss of 
productive powers and efficiency of the community. 

Wrong type of Production. We know that price level directs production into 
the channels where they will best satisfy the desire of consumers, but for one 
obstacle. The obstacle is the inequality of incomes. Under the free price 
system, production follows effective demand. But effective demand for any 
article is dependent upon the desire for that article along with the requisite 
purchasing power to back up that desire. The rich, obviously, have greater 
purchasing power than the poor and consequently, those things and services 
which are generally desired by the rich arc more likely to be produced because 
of the higher price they command. This explains as to why production of ex¬ 
pensive cars and bungalows takes precedence over the production of cheap 
tenements for the poor. Whenever factors are diverted from the production of 
necessities meant for the poor to luxuries meant for the rich there is a natural 
tendency for the prices of the necessities to go up, so that the lower income 
groups get less for their money. If, on the other hand, there are almost equal 
incomes with all persons, high cost luxury goods may not be produced at all and 
factors of production may be employed to produce those goods and services 
meant for the ordinary people; the supply of these goods would be larger and the 
price consequently would be lower. 

Economic Insecurity to the Workers. A very important consequence of in¬ 
equality of wealth and income is its implication of economic insecurity of the 
vast millions of workers who form the predominant section of the community. 
Take the case of business fluctuations which are so common in our present-day 
industrial life. During an industrial depression a successful businessman may 
be compelled to close down his shop or factory temporarily, but his manner of 
living or the standard of living of his family will not be altered at all In extreme 
cases, he may have to give up some of his superfluous luxuries such as his extra 
car. But he does not cut down his necessaries or comforts. On the other hand, 
those workers who have lost their jobs during a depression find themselves, 
literally, on the street. The unemployed men go about looking for jobs which 
do not exist. They and their families starve and die hopelessly. An enlightened 
and solvent government may come to the aid of these workers by giving them 
doles. Charitable societies may provide them with temporary help. But these 
unemployed—sometimes their number runs into millions—go through untold 
privations for no fault of their own. 

Besides this insecurity arising out of unemployment, there are the problems o 
occupational disease, industrial accidents and the uncertainties of old age, all o 
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which fall heavily upon the wage-earning group. It is true that in most countries, 
social security schemes have been implemented to give relief to working class 
men when they are without work, when they suffer from occupational disease 
or when they have reached old age. But the difficulties of the poor have not 
been completely removed by these insurance schemes and they are as acute as 
ever before. 

We should note the fundamental difference between the earnings of the rich 
and the poor. The rich derive their income normally from land-rent, and as 
interest and profits from securities and ownership of some business These 
incomes accrue to the rich man whatever be the nature of his personal health. 
He may be in good health or may be sick, working or idle; but this will not 
affect the regularity or the size of his income. On the other hand, wage incomes 
depend upon the health of the worker in the sense that usually they are promptly 
cut off ill-health interferes with their ability to engage in productive effort. Thus, 
the greatest economic consequence of inequality of incomes is the economic 
insecurity which it entails for the middle and the working classes who are almost 
entirely dependent on their own earnings. 

It should not be out of place here to bring out some of the social and 
political consequences of inequality of wealth and incomes in a capitalist 
society. Let us first discuss the effect of inequality of incomes on educational 
opportunity which has a very important influence of the inequality of incomes 
itself. 

Unequal Educational Opportunities. Education is costly and to the poor 
even free education is costly and large numbers of boys and girls with good 
minds and abundant ambitions are forced by economic necessity to get along 
without it. In a country like India, the vast majority of people cannot send 
their boys and girls to school beyond the primary stage. High school education 
is possible to a handful of families who can afford that luxury for one or two of 
their sons only. College education is the privilege of an insignificant few. The 
existence of child labour on a large scale in the country means that even elemen¬ 
tary education is beyond the reach of a considerable proportion of the popula¬ 
tion. While the poor cannot afford to have the luxury of even elementary 
education, the son of a businessman or an administrator goes to the best of 
schools in the country and enters college as a matter of course and spends in a 
college yearly a sum far in excess of the total family income of even a skilled 
worker in the country. 

The absence of equal opportunity for education means that the members of 
families who have small incomes and little educational qualifications are generally 
restricted in their choice of occupations—the son of a clerk becomes at best a 
clerk and nothing more. The rich man’s son with his better education, social 
background and other facilities, always lands himself in a good job to start 
with—either in the coveted civil service or in an executive post of foreign con¬ 
cerns. Thus, inequality of wealth and incomes is responsible for inequality of 
opportunities in education and in jobs, which in turn leads to the perpetuation 
of inequality of incomes and wealth. 

Concentration of Power in the hands of the Rich. Lastly, inequality of wealth 
and incomes has led to the concentration of economic and political power in the 



542 Principles of Economics 


hands of a small group of men in a capitalist society and in most cases has 
made a mockery of political democracy. The rich acquire political power through 
their ownership and control of the press, the radio and other weapons which 
mould public opinion. Besides, through their contribution to party funds, they 
generally assume control over political parties which come to power in a country. 
The policies which such government will follow will normally be dictated by the 
rich. 

Inequality of incomes has, therefore, led to economic insecurity for the 
middle and working classes, has been responsible for both individual and social 
wastes in consumption and through inequality of educational opportunities has 
always tended to perpetuate itself. A notable consequence of economic in¬ 
equality is the concentration of economic and political power in the hands of 
the rich few who dominate the country, direct its policy and exploit the poor to 
promote their own ends. Inequality of incomes, therefore, has been considered 
as one of the most abnoxious features of capitalism, which will have to 
be removed or at least reduced somehow. Many solutions have been suggested 
in the last 100 years or so, some of which propose to remove the system 
completely while some others attempt at reducing the inequalities of wealth and 
income. 


3. REDUCTION OF INEQUALITY OF INCOMES 

Broadly speaking, there are two suggested remedies against inequality of incomes. 
The Marxian solution, which may be characterised as an extreme solution, 
implies the total abolition of the present system of functional distribution of in¬ 
come along with private property and the institution of inheritance and the 
introduction of a new system of distribution which will bring about equality of 
income. The alternative to the Marxian solution, which may be characterised as 
the moderate remedy, emphasises the necessity for the present system of distri¬ 
bution to continue but proposes certain measures to narrow down the inequali¬ 
ties which prevail between different groups of people We shall now discuss 
each one of these solutions. 

1. Extreme Solution to the Problem 

Those who advocate the extreme solution believe that the problem of inequa¬ 
lities of incomes and wealth has arisen because of the present functional distri¬ 
bution of income and hence want the latter to be abolished. At present, every 
factor of production is paid according to its contribution to the production 
process But the capitalist organiser and the landlord have always been able 
to secure a disproportionately higher share in the national product. Possession 
of land and capital has always enabled their owners to get an extra share in 
national income. Moreover, these factors are passed on from one generation to 
aether through inheritance thus perpetuating inequalities once created. Hence, 
the stem of inheritance will also have to be abolished. All leftist writers are, 

therefore, agreed on the abolition of functional distribution of income, private 

property and the abnoxious system of inheritance. In other words, they stand 
for the removal of the present capitalist system of distribution. 
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The removal of the present system cannot by itself constitute the entire 
solution. The problem then is: How to distribute national income between 
individuals? or, what is the alternative distribution? As against the present 
system of distribution, there can be two other forms of distribution viz., equal 
income for all, irrepective of occupations held and division of income according 
to need. 


2. Equal Income for All 

The first proposed method of income distribution—equal income for all adult 
members of the country-—has a strong appeal for the man in the street. Just as 
in a political democracy every person is given one vote, so also in an economic 
democracy every individual will have an equal share in the total income of the 
community. This method of division of the national product is simple, indeed 
far too simple to be practicable. 

The most important defect of this method of income sharing is that it will 


definitely affect adversely the total income produced and there will be less in¬ 
come to distribute among people. Those individuals who work hard for the 
sake of personal gain, would certainly not exert themselves so strenuously if 
they know that their reward will not be in anyway higher than that of the least 
efficient, the most careless and the laziest of workers. In other words, economic 
gain is a powerful incentive to work and if it is removed by the introduction of 
equal pay irrespective of work done, national income will fall causing diminu¬ 
tion of economic welfare. 

Another objection to this method of income distribution is that there are 
certain jobs which require higher salaries than what a bare equality in distribu¬ 
tion would provide. We mean here all those jobs which require great mental 
effort and concentration and positions of great responsibility. A cabinet minister 
or a secretary in charge of a department of the Government of India, or a top 
executive in a large firm requires far more amenities by way of better food 
clothing, housing, etc., than what a clerk of a peon will require normally. 

Again, strict equality in the distribution of income will lead to distortion in 
the allocation of scarce resources between different occupations. Normally, 
those factors of production which are scarce and at the same time are in great 
demand command high prices. A very high price for a factor of production is 
a clear indication to producer to use that factor sparingly and only in such 
avenues of production where its productivity is quite high. In the absence of 
differences m remuneration, some other device will have to be found to ensure 
the most efficient use of factors of production. 

Lastly, permanent equality of income can never be ensured except through 
periodic redistribution. As Vilfredo Pareto stated: "After a short time the 
inequal.tiK, which had been destroyed, would reappear. Equality could only 
be maintained by periodic redistributions at short intervals '** 

But those economists who advocate collectivism as against capitalism do not 
accept many of the cr.ticisms we have mentioned above. There a e Inv 
profess.onsaccord.ng to these writers, such as the military and djfomhc 


-Quoted by Dalton in his •Inequality of Incomes'. 
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services, the civil services, etc., in which non-material gains such as authority 
and prestige and the feeling of rendering useful service to the community may 
be sufficient to impel men to pursue these occupations with enthusiasm and 
earnestness. Furthermore, it is also possible that in a society in which 
inequality is largely removed, the economic incentive of gain will definitely give 
place to other motives which may prove equally productive of economic goods. 
Finally, these writers argue that even granting that prophecies of reduced pro¬ 
duction should be fulfilled in the event of equal pay for all, society may still be 
the gainer because the ultimate objective of all production is the satisfaction of 
human wants and a small volume of economic goods well distributed might easily 
give more satisfaction to the community than a larger volume of income con- 
centratred in the hands of a few. 

1c is difficult to know for certain how far these counter-arguments are correct. 
But one thing is clear that absolute equality of incomes can never be maintained 
for any length of time, if we take into consideration the differences which exist 
between people as regards the size of their families, their consumption habits, 
etc. Besides, there is a high possibility of total income coming down if factors 
of production are not paid according to their contribution to production 
process. 


2. Income According to Need 

Another solution to the problem of economic inequality is to introduce a 
system of income distribution based on need. According to this method, experts 
in diet, housing, clothing and in other fields should determine the legitimate 
needs of individual members of society, and the distribution of income should 

be based on these legitimate needs. .. . 

Marx was the first writer to propound this method of income distribution 
when he made the famous slogan: “From each according to his ability, to each 
according to his needs.’* The payment of income according to need, therefore, 
presupposes that everyone will work and contribute his utmost to maximise 
national income. . This method is considered as the ideal system °f* strlbut *° 
since it emphasises the maximum contribution from individuals on the one side 
and on the other proposes to every individual the maximum amount he requires. 
None will object to the desirability of providing to every “f of * 

community an income which would enable him to take care of his needs. But 

there are two intrinsic difficulties which make the system impracticable 
Firstly, there is the difficulty associated with the problem of if 

needs of individuals. The needs. we know, am subjneuve andlU . d.fficul. f 
not impossible, to determine the needs of ind.v.duals m an object,ve manner. 
There may be no d.fficulty in the matter of apport.onmg 8 ood5 ^ c h are m 

V ^ o/c.mnlv Rut there will have to be much arbitrariness—hence possibi 

r~e*.» 

as to max.m.se the soc.al product. In fact, distr.but.on according to need may 
imply practically unlimited amount of product,on. which ,s , 1 

difficult to expect people to give their utmost to the commun.ty unless the latter 
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provides the necessary incentives. Moreover, when everyone is assured that all 
his needs will be satisfied, there will be some-if not many-who will not bother 
about their obligations to society as regards production. 

Thus, distribution of the national product based on need, though an ideal 
principle to follow, is impracticable in practice. 

3. Other Solutions 

There are two other principles of distribution of national product besides 
those which we have described above. These are: Income according to sacrifice 
involved and income according to social usefulness These prinoiples do not 
have even the apparent merits which the other methods have and they will not 
remove economic inequalities but create and perpetuate them. 

The Marxian socialists may be right in bringing out some of the defects of 
the existing system of functional distribution of income and condemning it as 
responsible for the gross inequalities of income. But they have not been able 
to suggest an alternative method of income-sharing which will usher in perfect 
equality of incomes in a country. The moderates, therefore, do not go to the 
extremes of condemning the existing economic order and look for some other 
alternative system, instead they attempt to remove all those undesirable elements 
in the existing order which have been responsible for the gross inequality of 
incomes. They do not believe that absolute economic equality is possible at 
any time but they work towards a more egalitarian society. 

fe. Moderate Programme 

While the communist writers condemn the existing economic order of distribu¬ 
tion, the moderate writers start by defending the present system and its advan¬ 
tage. The present system of distribution of national iocome which apportions 
income according to the marginal productivity of the productive agents has three 
important merits. In the first place, by having high prices for those agents 
which are scarce and low prices for those which are plentiful, the system provi¬ 
des for an increase in the supply of scarce factors of production, and a decrease 
in the supply of abundant factors. Secondly, by setting prices according to the 
scarcity of factors of production it promotes economy in their use and avoids 
wastes. Thirdly, through excess profits which fluctuate according to the 
dynamic changes of industry, it holds before the entrepreneur the possibility of 
large gains from efficient conduct of business and the penalty of losses for in¬ 
efficiency; it induces him to manage his business and with care, keep his cost 
low, avoid wastes, produce those goods which find favour with the consumers 
and promote general productivity. 

As against these substantial advantages of the present system of income distri¬ 
bution according to productivity, we will have to consider the great evil of 
inequality of incomes which is the direct result of the functional system of in¬ 
come distribution. The moderate programme consists in removing all those 
factors which lend to or aggravate inequalities of incomes and bring about an 
economy where there will be relative-and not absolute-inequality of incomes. 
The moderate programme relies heavily on governmental interference and 
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guidance and particularly on the use of fiscal policy to reduce high incomes on 
the one side and raise lower incomes on the other. 


(i) Equality of Opportunities 

We cannot have equality of incomes, nor can we put up with gross inequali¬ 
ties of incomes, and wealth which exist now. The first pre-requisite of relative 
equality of incomes is the equality of opportunities. By this we mean that 
every child of the nation has the right to be well clothed and fed and trained 
irrespective of its parent’s lot; and that every person whatever his birth or 
occupation or social position, should possess in fact and not merely in form 
equal chances of using to the full his natural endowments of physique, of 
character and of intelligence. There are certain barriers to equality of opportu¬ 
nities and they should be removed by the State. The greatest barrier is the 
existence of private property which is passed on from generation to generation 
through the system of inheritence. Another difficulty is payment of very high 
wages and salaries for certain jobs and very low wages far certain others. The 
government should remove these barriers to bring about equal opportunities 
for all. 

Large fortunes are earned, as we have seen earlier, through rising land values 
and speculation in real estate and through excessive and unearned profits. Land- 
rent performs an important function in a free economy in that it helps in the 
allotment of land to its most productive uses. But large fortunes in both new 
and old countries have been earned by a few landlords who have done nothing 
to get them. Land-rent is unearned income for the landlord and the unearned 
element is particularly conspicuous in the case of city building sites. Henry 
George, in his famous book Progress and Poverty advocated the abolition of all 
taxes and the imposition of a single tax—a tax which will transfer the rent of 
land from the landlords to the State to be used for the benefit of the community. 
The proposal has many merits but has many disadvantages too. In any case, 
it has not been experimented upon seriously. But many moderate economists 
favour the imposition of a tax—unearned increment tax—which will fall on the 

future increase in land values. With the growth of the community or due to 

other causes, the rent yielding capacity of land rises and this unearned increase 
or increment can be taxed off by an annual or periodic tax. Such a tax will no 
disturb the present value of land and the income derived from it. 

The other, and more important, source of large fortunes is business profit and 
the moderate programme includes certain proposals to remove unearned element 
in business profits and also proposal to curtail profits of excessive s,z ®* 
has certain important functions to perform in a free economy. It ,s * (0 

inducement to businessmen to undertake risk of business It » an intent ve 
efficiency and indns.rial achievement. Then= is no ,itnU to the ga.« 
able businessman can earn if he is reasonably fortunate and th,s P 055 ' 6 ' 1 '^ 
doubtedly spurs many persons to energetic activities. But ,her '' s 
correlation between the amount of service rendered and the .mono. of prej 
received. In all those instances where profits are the result of P 
control and res,nction of output, or the result of 

financial speculators and swindlers, or due to worthless or adulterated 
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being foisted on the public, profit may not be an incentive to efficiency and may 
not be related to any service rendered to society All these forms of profit are 
of the nature of unearned income. Those who advocate reduction of inequali¬ 
ties of incomes suggest that the government should devise ways and means to 
curtail unearned elements in profits. One method, followed by many govern¬ 
ments, is to levy taxes upon the excess profits of business enterprises. Again, 
the unfair practices wnich lead to large fortunes such as financial speculations, 
production of adulterated and worthless goods, etc., are being removed by the 
businessmen themselves. Government can also control them through special 
laws. 

Thus, the moderate programme aims at the reduction and removal of un¬ 
earned incomes implied in land-rents and business profits which are the two 
important sources from which large incomes arc created. By reducing unearned 
incomes it will be possible to prevent the rise of large fortunes. 


00 Restriction on Inheritance 

In order to achieve equality of opportunity not only large fortunes should be 
prevented from coming into existence, but the already existing ones should be 
removed. We know that the institution of inheritance perpetuates inequality 
by enabling property to be transferred from father to son. The best method for 
curtailing this evil is by means of inheritance taxation. There arc two types of 
taxes which are levied on the transfer of property at the death of the owner, 
viz., taxes on the total estate before transfer to the heir (known as estate tax) 
and taxes on the shares inherited by each of the individuals to whom a bequest 
has been made (inheritance tax). In order to be effective death taxes must take 
a large proportion of a man’s estate upon his death leaving only a small portion 

to the direct descendants and thus prevent the piling up of wealth for the use 

\ ^ haV ' W0D ,he unanimous “WO"' of all economists 
because they check the tendency towards increasing inequality of wealth restrict 

ih C u PCrP r lUat, t Q ° f largC CStalC$ fr0m * cncra,ion l <> generation, protect the 
children from the misguided afTection of the parents and enable the sta^e to have 
a share in every mans fortune. 

f i “ h ' r, ‘ aaCC '«**■ Poin' out that such taxes infringe upon 

the natural right of private properly and effect adversely people's willingness^ 
work and save, and through them affect adversely both capital formation and 
national mcome. But these cr.ticisms are very weak. For one ,k 
called ••natural" right of private property is not accepted by welfare states 

mmmmm 

maintenance of his wife and children during his life iLe '^U reS '’° nSlble for tho 
he should leave for them enough m * • .. C - lUDC ‘ ,s bul natural that 

cation of the children. But it is difficult u? C °“? 1rtand f ° r the cdu_ 
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on their death. Moreover, any adverse effect on capital formation by the rich 
due to inheritance taxes will be more than made pood by capital formation 
undertaken by the government itself. 

Inheritance taxes should be highly progressive, if they have to reduce in¬ 
equality arising from wealth. In other words, the rate of tax should increase 
sharply, so that small estates are exempted completely and larger estates pay 
progressively a higher rate of tax. Moreover, the rate of tax should increase 
with the distance of relationship of the heirs. There are three ways by which 
inheritance taxes reduce inequality of incomes in a country. Firstly, high incomes 
are reduced as large fortunes are reduced. Secondly, tax burden on the poor is 
reduced to the extent that heavy burdens are placed on the rich. Lastly, the 
government earns the revenue which can be used to produce and make available 
more goods and services to the poor and the middle classes. In course of time, 
may be within a few decades or at the roost a century all lands in towns will 
come into the hands of the government which would rent them out to the 
highest bidders and thus secure a large and steady incomes for the State. 


(Hi) Taxes on Incomes 

Inheritance taxes reduce inequalities which arise as a result of property. But 
inequalities also arise as a result of differences in remuneration. There are 
some jobs which fetch high salaries. Income tax reduces these high incomes 
and brings about greater equalisation of incomes. A highly progressive income 
tax, if administered properly should be able to reduce inequalities in the short 
run. Income taxes are steeply progressive exempting low incomes, taking only 
a small percentage out of small income and falling heavily on high incomes 
running into lakhs and crores. Besides, income tax rate schedules may be so 
arranged that particularly a heavy tax burden falls upon “unearned incomes''— 
those earned from the ownership of property—while dealing more gently with 
wages and salaries. Income taxes have been extensively used in all countries 
not only for the revenues they bring to the State but also to solve the problem 
of inequality of incomes. However, it should be realised that the taxation of 
incomes deals with the symptom of inequality and not with the causes as 
such. A more fundamental measure will be to prevent the emergence of large 

10 One of the major criticisms against taxation on incomes is that they affect 
adversely the ability to work and save and through it the production of income 
which he is able to earn and spend on himself and his family on food, clothing, 
housing, and education. The larger the slices which the government takes away 
from a given income by means of a tax. the smaller the income 
necessary expenditure on food, clothing, education, etc. Moreover, ability to,sav 
and accumulate capital depends, among other things, on the volume of income 
earned The larger the volume of income, the greater will be the capacity to 

or E»0. .» for. i. r~ —. 

been from the small number of large income-earners. As a result of adverse 
effects on the ability to work and the ability to save and invest, the nationalIt 
come would fall and with it. the economic welfare. This appears to 
criticism. But as we answered a similar criticism against inheritance taxes, we 
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can dispose of this criticism too. Firstly, the adverse effect on the ability to 
work will be more than compensated by government's expenditure on the poor 
and the middle classes to rise their levels of income, to raise levels of consump¬ 
tion and to provide them with better housing and better education. Secondly, 
the adverse effect on capital formation by the rich will be made good and in a 
greater measure too by the greater ability to save on the part of the middle and 
working classes. Moreover, the government itself will be one of the main 
sources of capital formation as it will invest part of the tax proceeds on indus¬ 
tries, transport and communication, etc. Thus, critics of inheritance and income 
taxes, have somehow forgotten to consider the economic benefits of public expen¬ 
diture when they analyse the demerits of taxation. None will deny that these 
taxes taken by themselves are a burden on the tax-payers and will have adverse 
effects on their productive efficiency. But the revenues from these taxes may be 
devoted to nation building activities, to stabilise and promote business activity 
and thus increase the volume of national income. Only when these revenues are 
spent uselessly on the maintenance of an army and a vast police force will pro¬ 
duction be affected adversely. 

(iv) Measure to raise Wages 

Whereas large fortunes are the result of land-rents and business profits, low 
incomes are the result of low wages. Apart from low wages, poverty is partly 
due to unemployment, sickness, old age and accidents and partly due to ignorant 
and unwise use of income. For reducing inequality the raising of wages through 
fixing of minimum wages by law, judicious encouragement of trade unions and 
control of the supply of labour may be necessary. Besides, almost all welfare 
states have provided for a system of social insurance to meet contingencies 
of unemployment, sickness, accidents and old age. Various measures of 
reducing unemployment such as a comprehensive national system of public 
labour exchanges, the commencement of public works in times of depression, a 
broader programme of public spending to absorb the unemployed are undertaken 
by the state. Besides all these measures, there should be the provision of educa¬ 
tion both general and technical, which will reduce ignorance and superstition 
on the one side and enable the workers to earn more on the other. All these 
measures will remove the causes of poverty and narrow down inequalities of 
income. 

(v) Extension of Social Services 

Every government should spend a major part of its financial resources on 
providing and extending social services for the benefit of society in general 
and of weaker sections in particular. These services will include the social 
security schemes to meet the hazards of unemployment, sickness and old age 
and also the provision of such services as medical and hospital services, free or 
subsidised housing for low income groups, free education for all including free 
tution, cash payment for books, etc. The Government should never make 
money payments, except in rare cases, lest money is spent uselessly. By provi- 
ing free social services equality is promoted in two ways. On the one side 
the rich are relieved of their surplus incomes by means of taxes while the benefits 
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of these taxes arc passed on the poor and the lower income groups through the 
provision of free and subsidised social service. 

The moderate programme, therefore, includes progressive tax measures to 
reduce high incomes, and other measures to raise the incomes of the lower in¬ 
come groups. In all socialist states such programmes have been initiated and 
substantial success has also been recorded. The moderate programme is based 
on the assumption that although absolute equality of incomes cannot be brought 
about but relative equality can be achieved through fiscal policy involving 
taxation and public expenditure. 
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CLASSICAL THEORY OF INCOME AND EMPLOYMENT 

J 



r PHE classical economists started on the assumption that an economy would 
* normally be in full employment and would be producing output and income 
corresponding to the level of full employment. It is easy to explain the belief 
of the classical economists in full employment. They believed that “Supply 
creates its own demand.” This was J. B. Say’s celebrated law of markets. 
By “supply creates its own demand” it is meant that in the process of produc¬ 
tion and supply of goods, necessary income is created and distributed to consu¬ 
mers to enable them to demand the goods produced. Producion and supply of 
a product automatically create an equivalent demand for that product. When¬ 
ever an economy produces Rs. 100 crores work of goods, it will pay to factor 
owners Rs. 100 crores worth of income who, in turn, will demand Rs. 100 crores 
worth of goods. 

Thus, every supply creates its own demand. In this sense, there can be no 
general over-production and no shortage of demand to lift the goods from the 
market. Besides, if there arc unemployed men and materials available, they will 
be automatically employed; their employment would create the necessary income 
to lift the goods produced by them. Hence, production will be carried on (ill 
all the factor units are fully utilised in a country. 

According to this classical economists, whatever income the economy gene¬ 
rates will automatically be spent. For instance, part of the income is spent on 
consumption and part of it is saved. But saving is only another name for 
investment-/. *., whatever is saved according to the classical economists, is 
spent on capital goods All incomes are thus spent (either on consumption 
goods or on capital goods). There is thus a continuous flow of income; income 
becoming expenditure; expenditure creating income; and so on. 

Thus, in the classical theory, supply creates its own demand. Production will 
be to the maximum extent possible, that is, upto the level of full employment. 

There will be full employment, and the national income will be corresponding to 
the level of full employment. 6 


Pigou’s Reformulation of Wages and Employment 

therfcU^r'r Say Iaw , and he,d ,hat und " P* rf "»y r« competition. 
t X I K , any ,nVOluntary uncin pl°yment amongst wage earners 

tn the labour market. According to him wage rates have a tendency faU 
under pressure of unemployment until all those who are willing to work can 
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find employment. Pigou accepts the classical assumption that high wage rates 
are amongst the prominent causes of unemployment and, therefore, the remedy 
to the problem of unemployment lies in lowering wage rates. This implies that 
flexibility of wage rates will automatically take the system towards full employ¬ 
ment. He argues that, in a free market economy, lower wages lead to lower 
costs, lower prices and, therefore, larger sales. Production of goods and services 
will naturally be larger under the impact of larger sales. While larger produc¬ 
tion involves increase in the volume of employment, lower wages and lower costs 
increase the profit margins for the producers. This process of falling wages and 
prices accompanied by rising profits and employment will continue till full 
employment is reached and the economy attains equilibrium. The classical 
position of adjustment through flexible wage rates, under conditions of free and 
perfect competition in the labour market is explained in Fig. 38.1. 

In Fig. 38.1, DD and SS are demand and supply curves for labour. Under 
perfect competitive conditions, OW will be money wage and ON will be the 

number of workers demanded and 
supplied. The economy will be in 
equilibrium and the classicals fur¬ 
ther assert that this is the stage of 
full employment. In case the wage 
rate is OW u the demand for labour 
(ON i) will be less than the supply 
of labour (ON*) creating unemploy¬ 
ment of N t N t . If the wage rate is 
reduced to O IF, the demand for 
labour becomes equal to the supply 
of labour and unemployment is eli¬ 
minated. 



Volume ot Employment Pigou thus assumes a direct rcla- 

Fig. 38.1 lion between money wage and 

volume of employment. Moreover, he assumes a direct rela,ion ^P^^'“ 

tion ami volume of employment will decl.ne and not me. 
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In this connection Keynes speaks of the “money illusion" Workers, accord¬ 
ing to him, will not like a reduction in money wages; they will resist wage cuts 
with all the collective power they have at their command. On the other hand, 
Keynes asserts that there can be a cut in real wages and workers may not resist. 
Here too the cut in real wages to stimulate employment should not be through 
cut in money wages as the classicals argued, but through a rise in the price of 
wage goods. Keynes feels that workers would agitate less over a cut in real 
j wage on account of a rise in the general price level affecting all. 

A distinction may be made between particular wage cut and general wage cut. 
Keynes shows how a wage cut in any particular industry, income in all other 
industries remaining the same, can reduce cost of production and stimulate 
large demand for the product and create, therefore, larger employment in that 
industry. But the classical economists were thinking in terms of general wage 
cut, general reduction in cost and fall in prices—this, they expected, would 
stimulate increase in demand, production and employment. Keynes, however, 


argues how a general wage cut will generate less purchasing power in the hands 
of the working classes, and accordingly will be responsible for a decline in 
demand, production and employment. In his opinion, in the absence of a theory 
of effective demand, wage cut cannot raise the level of employment in a country. 

According to Keynes, the volume of employment in an economy depends 
directly upon the volume of effective demand which is composed of consump¬ 
tion and investment. A wage cut can increase the level of employment in a 
country only if it can affect favourably (a) the propensity to consume or 
consumption component of demand function; and ( h) investment and the 
determinants of investment, r/r., marginal efficiency of capital and the rate of 
interest. In an economy, the most important constituent of effective demand 
is consumption and Keynes believes that wage cuts affect consumption adversely. 
The wage and salaried classes will experience a decline in income and, therefore, 
a decline iq consumption. The possible increase in demand of the interest and 
rent-receivers cannot make up for this decline. In general, therefore, a wage 
cm will result in a decline in aggregate demand for goods and services and, 
therefore, in a decline in production and employment. At the same time as 
consumption declines due to wage-cuts, investment too will decline. Keynes 

denend re ' ^ f"? ' h ' V ° IUme ° f e "P>« in a country does no! 
depend upon the level of wages, but upon the level of effective demand. 
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(n) As long as there are unemployed resources in the economy, it is profitable 
to employ them. When the unemployed resources are employed, they lead to 
more production and manage to cover their own costs. Hence the economy 
will operate at the level of full employment. 

(iii) Any unemployment in the economy will only be temporary and can be 
removed through money wage-cuts. Such wage-cuts will make the use of labour 
profitable and hence will lead to more employment. Lowering of money wages 
will, therefore, help the economy to reach the stage of full employment. 

(iv) Saving is only a form of investment. That is. whatever is saved is 
automatically invested. This equality of saving and investment is brought 
about by the rate of interest. If, by some chance, saviug and investment are 
not equal, changes in the rate of interest will establish the equaltiy of saving 
and investment again. For instance, if saving is more than investment, the rate 
of interest will come down (because of large saving and supply of funds as 
compared to demand for funds for investment). When the rate of interest 
comes down, saving will be reduced, while investment will increase. As a result, 
saving will be made equal to investment through appropriate changes in the 

rate of interest. . 

Likewise, when investment exceeds saving, the rate of interest will go up so 
that (fl) investment will be curtailed, and (6) saving will be raised (at higher 
interest rates, saving will be stimulated). Thus saving and investment will be 

made equal. ... 

The classical theory, therefore, oelieves that a free capitalist economy will 
always ensure full employment and a corresponding full-employment income^- 
Besides, the classicists believe that the economy will be stable, with minor and 
only temporary fluctuations. For. fluctuations in output, income and employ¬ 
ment can be set right through changes in the rate of interest and wage-cuts. 


A Critical Evaluation of the Classical Theory 
Keynes criticised the classical theory of income and employment very vehe¬ 
mently, particularly Say’s law of markets and its assumption that money wage- 

cuts would establish full employment. . 

According to Say’s law of markets, supply creates its own demand and, the 

fore, there can be no general over-production and hence * eneial 
It is true that the process of production does create demand for goods a 
services because all those factors responsible for production, can titan worn 
also in the process of production. It is also true .ha, the mcome re eived b) 
factors is equal to the value of the goods and services But K y 

points out that whatever income is produced need not be spin I th ^ 

can be deficiency of aggregate demand. Keynes explains 

f °The S income which factors of production receive may be spent - consumption 
and part of i, m y be saved. The classical economists assume hat wha,e r 
saved is automatically invested also (i.e.. spent on capital goods). But ,J 
- -ints ou, tha, saving need not become investment automatmally. « s 

n,ty, one group of persons save while another invest. Unless the 
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decide to invest the amount which people arc saving, .he total volume of ex¬ 
penditure will not be equal to the total amount of goods available for sale. In 
such a case, producers will find themselves with unsold stocks and accordingly 
they will reduce their production. With reduction in production, unemployment 

will come into existence. , , 

The above point can also be explained in another way. On the one hand, 
consumers are saving part of their income, the amount of sav.ng depending 
upon such considerations as their income, current expenditure, their sav.ng 
commitments (such as insurance policies, etc.) On the other hand investors 
are planning to invest in new factory buildings, new machinery, etc. The volume 
of investment will depend upon prospects of profits in the future. It may be 
mentioned that savers and investors are not necessarily the same persons. 
Besides, they are not motivated by the same ideas and considerations. There is, 
therefore, no reason to believe that the volumes of saving and investment will 
be exactly equal. If the volume of investment is less than the volume of saving, 
aggregate demand will be less and will be inadequate to lift all the goods and 


services produced at current prices. 

The basic weakness of Say's law of markets is that saving docs not become 
investment automatically and there is no method by which saving can be made 
equal to investment. Hence there is bound to be discrepancy between saving 
and investment and if such a discrepancy lakes place, it will automatically affect 
the volume of income and employment. 

The conclusion that the aggregate demand may not be adequate to take off 
what is produced is emphasised by another fact too. Money is an important 
store of value. Money may be preferred to other assets. Part of savings, 
therefore, may become hoarding and not take the form of investment. 

Keynes does not accept the classical statement that the equality of saving and 
investment is brought about by the rate of interest. According to Keynes, 
saving and investment are insensitive to changes in the rate of interest. For 
instance, the rich will save automatically even if the rate of interest is zero, and 
the middle income group will save for security and safety of the future, what¬ 
ever be the rate of interest. At the same time, as Keynes points out, investment 
is not affected by high or low rates of interest; rather it depends upon the 
marginal efficiency of capital. Keynes, therefore, argues that saving and invest¬ 
ment are not related to or dependent on the rate of interest but instead depend 
upon the level of income in the country. Besides, any difference between 
saving and investment will be brought about by changes in the level of incomes. 

Keynes does not accept the classical contention that wage-cuts will lead to 
the removal of unemployment. The classical theory believes that general 
unemployment is impossible and that in case unemployment appears, it can be 
» removed through cutting down of money wages. Keynes does not accept this 
argument as valid. If money wages come down, the money demand for goods 
will also come down (because with fall in wages, there will be fall in incomes 
also). Therefore, in general, a reduction in money wages, instead of leading to 
increased income and employment will actually lead to a further decrease in 


income and employment. 
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Moreover, Pigou’s assumption that a cut in money wage level will remove 
unemployment may have been relevant in the pre-1914 world but not now when 
the labour market is nowhere competitive. Minimum wage laws, growth of 
trade unions, collective bargaining, unemployment insurance, group pressures 
and government intervention etc.—all these have made labour markets imper¬ 
fect and have removed all changes of reducing wages and have multiplied 
chances of unemployment. 

Finally, Say's law of markets was literally blown to pieces by the great 
depression of 1929-33. The occurrence of general glut and general unemploy¬ 
ment during the period clearly proved that the supply does not create its own 
demand. 

Keynes discarded the classical theory of income and employment based on 
Say’s law of markets. He could not accept the existence of automatic full 
employment in an economy. He formulated a general theory of income and 
employment which has revolutionised economic thinking in the 20 th century. 
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r PHE course of world s economic growth has seldom run smooth. Economic 
development has been marked by occasional fluctuations in the tempo of 
aggregate economic activity—investment, output and employment. There have 
been times when the level of economic activity has remained depressed over a 
number of years. Such periods of depression have either preceded or followed 
by periods of prosperity. Thus the long-run economic growth has been achieved 
through the undulating path of prosperity and depression. Whenever the forces 
of expansion were active, the aggregate economy expanded, the expansion being 
adequately reflected in the rising tempo of aggregate output, employment and 
prices. On the contrary, when the forces that led the system into expansion 
descended, the aggregate economy experienced decline in the levels of output, 
employment and prices. 


Economic evolution is characterised by periods of recurring expansions and 
contractions. In fact, these rhythmic fluctuations are normal features of all 
modern economies. In economic life, normal state of business or equilibrium is 
not always attained. In fact, cyclical oscillations are part of the structure of a 
ynamic economy. Economic development over a long period, however, indi¬ 
cates that, on the whole, the forces of expansion have been stronger than the 
orces of contraction. Although there have occurred at times great depressions 

*«nW VC m °^ l ^ 3n W ' PCd ° ff thC CntifC progreSs attained during the preceding 
expansion and abortive upswings that failed to attain the stature of previous 
expansions, such cases arc, however, rare. 

Economic fluctuations might assume various forms There are short and long 

may haveonlv a 0 ”' dura,ion and am P lilude while ° l hers 

r . ° n y a m,no ; ,mpact ‘ he cc °nomy. While some fluctuations may 

The flue,n . T \ m °°' hS °' herS mi * hl conlinue for "«™ than a decade 

Iyc e - o wh,v n h t a ' b" aUraC,ed m ° SI al[en,ion is so-called -business 
cycle to which we now turn our attention. 


I. WHAT IS A TRADE CYCLE? 

ToS fl t U h C e tU win°v f ° rm ‘o' SUbj,Ct ma,,er of almost all sciences. Arnold J 
S h 7 °;: BmiSh hlS '° rian ' in his famous work A S.udy of 

fa I n? .'ll ? ab0Ut the presence of c > clical patterns in the rise and 

civilisations. The physical scientists have their solar and lunar cycles. 
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The National Bureau of Economic Research in U.S.A., which has conducted a 
number of studies in business cycle field, has adopted the following definition 
of business cycles given by W.C. Mitchell. According to Mitchell, “business 
cycles are a type of fluctuation found in the aggregate economic activity of 
nations that organise their work mainly in business enterprises. A cycle consists 
of expansions occurring at about the same time in many economic activities 
followed by similarly general recessions, contractions and revivals which merge 
with the expansion phase of the next cycle, this sequence of changes is recurrent 
but not periodic*’. 1 

Mitchell's definition reveals that business cycles arc fluctuations in the aggre¬ 
gate economic activity. In this respect they arc to be distinguished from those 
fluctuations which relate to the individual parts of the economy. It might, 
however, be argued that there is no such thing as an aggregate economy separate 
from the parts, for after all the aggregate is merely the summation of the 
component economic forces that weave their individual paths continuously in 
the economy. But although the argument has some force in it, there is still 
need for making a meaningful distinction between the cyclical fluctuations 
which take place in the individual sectors of the economy and the cyclical 
fluctuations which affect the aggregate economy. 

Furthermore, business cycles refer only to those fluctuations which take place 
mainly in business enterprises and recur with a fair degree of regularity. Keynes 
has exploit the concept and characteristics of a trade cycle in the following 

wordsps 

Jy a cyclical movement we mean that as a system progresses in. e.g., tnc 
,Upward direction, the forces propelling it upwards at first gather force and have 
cumulative effect on one another but gradually lose their strength until at a certain 
point they tend to be replaced by forces operating in the opposite direction; 
which in turn gather force for a time and accentuate one another, until they too, 
having reached their maximum development, wane and give place to their 
opposite. We do not. however, merely mean by a cyclical movement that up¬ 
ward and downward tendencies, once started, do not persist for ever in the 
same direction but are ultimately reversed. We mean also that there is some 
recognisable degree of regularity in the time sequence and duration of the up¬ 
ward and downward movement. 

There is however, another characteristic of what we call the Trade Cycle 
which our explanation must cover if it is to be adequate, namely, the pheno¬ 
menon of the crisis—the fact that the substitution of a downward for an up¬ 
ward tendency often takes place suddenly and violently, whereas there is, as a 
rule, on such sharp turning-point when an upward is substituted for a downward 
tendency.Keynes's description of a trade cycle throws light on the following 
characteristics of a typical trade cycle: 


1 W.C. Mitchell. Business Cycle. The Problem and Its Selling (New York: National Bureau 

°V>”yne ncTy of En,ployn,'n,. ,n«,cs, ond Money (London. Macmillan 
& Co. Ltd., reprint 1960/. pp. 323-324. 
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forces of expansion and contract, J^it and the n dies having been 

momentum for some time >akmg - milar t0 lhe one it has replaced except 

replaced by the counterforce wh ^ direction . This indicates that the 

that it takes economy ™ ,h ' „ js n0I an erratic fluctuation; 
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" ward and downward movements of a tr.de q«te«d rf ^ ^ ^ an(J 

(Hi) a trade cycle is characterised by P . f rora the upward to 

the trough arc asymmetrical. ri ot er w is , he change fro m 

the downward movement is more sudden » « of lhe tra de 

s "- h 

According to him, -Impulses from outside operate upon the economy, causing it 
fo movc in a wavdike manner, jus. as an externa, shock w.U set a pendu urn 
• swinging But it is the 'inner structure of the swinging system which determines 
^ length of the wave movement. The oscillations of the system may have a 
high degree of regularity, even though the impulses which set it going are quite 
irregular in their behaviour".* According to Hansen "the business cycle is 
peculiarly a manifestation of the industrial segment of the economy from which 
prosperity or depression is redistributed to other groups in the highly interrelated 
modern society".* 


2. MAJOR AND MINOR CYCLES 

Hansen has drawn attention to the need for distinguishing between a major and 
a minor business cycle. According to him, the full course duration of a major 

cycle, taking from trough to trough, varies from a minimum of six years to a 

maximum of thirteen years. Those economic fluctuations that might be termed 
as minor cycles range in length, measured frora trough to trough, from a mini¬ 
mum of two years to a maximum of five years. The length of three yeani seems 
to be a modal figure. Hansen has made study of 73-years period (1865-1938) 
and on the basis of his study has concluded that there were altogether 18 cycles 
in U.S.A. during this 73-year period, seven of these were major cycles while the 
rest eleven were minor cycles. 


aTaken from A. H. Hansen, Business Cycle and National Income (expanded edition), 

1964, p. 6. 

•Op. c/f., p. 7. 
s Op. clt., p. 21. 
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Hansen was preceded by others who had found out variations in the length ol 
different trade cycles. Clement Juglar in 1860. on the basis of his data, had 
pointed out that each cycle covering the three phases of prosperity, crisis and 
liquidation, completed its course on the average in 9-10 years. Juglar. however, 
did not assert any rigid regularity for the cycle; he only thought of it as having 
an average life. In the second edition of his book Des Crises Commercials , pub¬ 
lished in 1889,* Juglar mentioned cycles whose length ranged from 2 to 10 years. 

After Juglar other economists worthy of mention, who made detailed study 
of the problem were Joseph Kitchen and Russian economist Nikolai D. Kond- 
ratieff. Kitchen's the*is 7 that business cvcles were of two varieties, namely, 
major cycles and minor cycles, was based on the data relating to interest rates, 
bank clearings, and wholesale prices in England and U.S.A. According to him, 
the average length of minor cycle was 3J years while the duration of the major 
cycle ranged between 6 years and 10 years. 

Basing his study on the data collc-tcd from France, England and U.S.A. and 
covering wholesale prices, wages, interest rates, foreign trade and production, 
Kondratieff suggested in 1925 the possibility of the existence of longer cycles 
with average duration approximating 50 years. These long cycles in KondraticfTs 
opinion were international in scope and were caused by the same dynamic forces 
which caused the regular intermediate-length cycles of 7-10 years duration. 

Not only do business cycle: vary in length or duration, they also va.» in 
amplitude. Some business cycles have caused wider fluctuations in output, 
employment and prices and for a longer period than others. Furthermore, there 
are cases when due to factors like changes in technology, outbreak of war and 
changes in gold production, the cycle has been superimposed upon longer waves 
which when on the upgrade made the prosperity periods more pronounced and 
when on the downgrade increased the rot of depression. For example, the out¬ 
break of war in 1914 interrupted the normal course of a trade cycle. The cycle 
which had nearly reached its peak in 1913 whould have, in normal course, taken 
a downward turn either in 1914 or 1915. The outbreak of war in 1914, however, 
stretched forward the upper limb of the trade cycle. Similarly, the outbreak of 
World War II in 1939 interrupted the normal course of the cycle which had 
reached its peak in the summer of 1937. The rearmament programme occasion¬ 
ed by war turned the decline which had then just begun into a swift recovery. 
Furthermore, the wave-length is not uniform and similar in every sector of the 
economy. It is interesting to note that fluctuations in building construction 
industries have an average length of almost twice the length of the normal busi¬ 
ness cycle. 


3. PH/>ES OF TRADE CYCLE 

According to Burns and Mitchell*, the cycle is characterised by the critical mark- 
cjhc first edition of the book was published in 1860 . 

Joseph Kitchen, "Cycles and Trends in Economic Factors”. Review of Economic Statistics, 
1923. pp 10-16. 

^Arthur F. Burns and Wesley C. Mitchell. Measuring Business Cycles. NBER. New York, 
1946. 
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off point of peak and trough. Looked at in this manner the major part of the 
cycle can be divided in two phases: 

(fl) the expansion phase, which extends from trough topeak; and 
( b ) the contraction phase, which covers the cycle-length from peak to 
trough. 

Apart from the expansion and contraction phases, there are also the upper 
and lower turning points. The duration of these turning points is relatively 
short. The lower turning point is the venue of revival which rapidly deve¬ 
lops into the expansion phase while the upper turning point is the germination 
ground of recession that soon degenerates into a long contraction phase. In short, 
Burns-Mitchell business cycle analysis reveals the following four closely related 
phases of the trade cycle: 

(0 Revival. 

(H) Expansion. 

(Hi) Recession. 

(tv) Contraction. 

Furthermore, Burns and Mitchell have divided the complete cycle from trough 
to trough into nine stages. The starting trough is designated by the Roman 
numeral I, while the end-trough is designated by the Roman numeral IX in Fig. 
41.1. The peak is designated by numeral V. They have divided the expansion 
phase into three stages marked by the Roman numerals II, III and IV and the 
contraction phase into three stages marked by the Roman numerals VI, VII and 
VIII in the diagram. 



Fig. 41.1 


The above Burns-Mitchell scheme of different chases of a 

the various stages into which the four phases have been ^ Cycle a “ d 

in the following table: P ™ divided are summarised 
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Phases of lhc Trade Cycle 

Classification 

Stages 

Position in the Cycle 

Trough 

Expansion 

Peak 

Contraction 

I and IX 

II—IV 

V 

VI—VIII 

Trough 

From the end of Trough to ihe beginning 
of Peak 

Peak , . 

From the end of Peak to the beginning of 
Trough. 


Schumpeter does not. however, agree with Burns and Mitchell that the cycle 
should be marked off from trough to trough or from peak 'o peak He ho 
thar the cycle should be marked off from equilibrium to equilibrium Schum 
peter slchemeof trade cycle phases consequently provides us with: (a) two-phase 
Cycles; and S four-phase cycles. Schumpeter's two-phase cycle can be shown by 

“VTgur 0 /4 F l iB 2 shots the two phase cycle as described by Schumpeter The figure 

has been divided mto two parts. Par, ( A) Ihe 

economic activity is above ,he equilibrium le el Par ( £ 

entire duration of the cycle the'f-omc icttv•« » Wow ' cc q onomic actjvily 
tion. Both cycles ihererore indKa^ d viat on .n * pojnts and , he 

from the cquil.br.um position There are i M beginning from the 
equilibrium areas cluster around these pomts. In Part w 8 



Equilibrium Position 


Equilibrium Position 


Part A 



Fig- 41.2 

., iAn _ t A and ending at the equilibrium position B the economy 
equilibrium position a , j , Th „ s lhc period from one equilibrium 

has been operating at years . These years may be divided 

point to another may ex h economy experiences cumulative 

imo (a, the ^ cyc,e reaches its peak; and (h, .he 

expansion until « «» (hc cconomy slldC s progress,vc.y into depression 

T e r mdt ted by the diagram, the cumulative force is stronger during the 

-s^irS^ operating in the reverse 
Part (B) of F* c js operating throughout the cycle-length a, below 

ISteve? Consequently, the cycle period may be characterised as bad 
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years. Phase 1 is the depression phase while phase 2 is the recovery phase. 

Schumpeter’s four-phase cycle involves: (a) the prosperity phase; (b) the reces¬ 
sion phase; (c) the depression phase; {d) the revival or recovery phase. This is 
simply the combination of the two two-phase above normal activity and bclow- 
normal activity cycles. This is the analysis of the four phases of a complete 
business cycle, and can be shown by means of Fig. 41.3. 



In Fig. 41.3 the first or the upper half of the cycle is divided into (a) the 
prosperity phase; and ( b ) the recession phase. In the prosperity phase employ¬ 
ment continues to increase. But as the economy approaches the peak level of 
activity, the rate at which the employment increases slackens. During the 
recession phase employment declines at an accelerating pace. When the economy 
reaches point B, there starts the second or lower half of the cycle which, like the 
first half, is divided into (a) the depression phase; and (6) the recovery or revival 
phase. During the depression phase employment further falls although the 
rate of fall gradually declines as the trough approaches. During the recovery 
phase employment starts increasing at an accelerating rate. A typical trade 
cycle is, therefore, characterised by the following four phases: 

1. Depression, 2. Recovery, 3. Prosperity, and 4. Recession. 

We may now briefly describe the salient characteristics of each phase. 

1. Depression . The depression phase of the cycle is characterised by low 
output and underemployment of factors of production in the economy. In this 
phase not only are prices and wages pitifully low compared to those that rule in 
the prosperity phase but what is even more perplexing is the fact that the 
relative price structure is badly distorted. The prices of finished products are 
lower than the rewards of labour and other productive services, resulting in 
losses to the entrepreneurs. The real wages of those employed remain high, 
j even though their money wages may have fallen. This is so because while the 
money wages fall, the prices of the wage-goods fall at a higher rate. The 
distribution of the national-product becomes completely distorted Profits— 
rewards of entrepreneurs—which keep the economic activity in the system at 
high level are pitfully low or even negative. Interest rate tends to be rather low 
as bank reserves pile up. Bank clearings are low and business profits are small. 
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It is a time of pessimism. People, who in the prosperity phase were living in 
a “new era” of millenmm. find themselves caught by something awful, terrible 
and uncontrollable. As the depression wears on. the feeling becomes one of 
numbed and callous resignation or of unreasoned and frenzied rebellion. Invest¬ 
ment in capital goods practically ceases. Unemployment increases everyday. 
Idle plant capacity plagues the economy. 

Although prices of finished products are low relatively to wages but prices of 
raw materials and agricultural goods are still lower and consequently agricul¬ 
turists and the raw material producers are the worst sutrerers. The terms of 
trade between manufacturers and agriculturists move in favour of the former 
although on account of low output and employment much of the advantage of 
the favourable terms of trade is denied to the manufacturing class. Money 
incomes are generally low in all sectors of the economy. However, the reasons 
for low money incomes are different in different sectors. The low money 
incomes of the agriculturists are due only to the low prices of agricultural 
goods because the output level remains high even in the midst of the severe 
depression. In the case of manufacturers the fall in their money incomes can 
be ascribed not so much to fall in prices (although prices of finished products 
fall, but these do not fall as much as those of agricultural goods) as to low 
output and employment. The industries that suffer most are the ‘construction 
goods* industries — building, steel, automobile, electrical instruments, etc. During 
depression, practically all construction activity, whether it is the building 
construction or the making of machines, comes to a standstill. The consumer 
goods industries, such as cater for food, clothing and other basic needs of life 
are. however, least affected. 

2. Recovery. The depression phase of the cycle is followed by the recovery 
phase. During this phase, things are not as bad as they had been in depression. 
Buoyancy in economic activity begins to appear in real terms. F.mployment 
and output slowly and steadily begin to rise. Unemployment which rose very 
high during the depression phase falls. With the gradual rise in output and 
employment there is also witnessed a rise in the real incomes of all tactor 
owners in the economy. In the early stages of recovery the prices being stable, 
the rise in money income is proportionate to the rise in real income. Calculated 
in terms of the relative shares in national profits rise while interest and wages 
fall. There is rise in the total volume of investment partly accounted for by 
mere spontaneity and partly by the lure of rising profits. The expectations of 
the entrepreneurs having improved, the marginal efficiency of capital, which 
had sunk low during depression, slowly rises. There is rise in bank loans. While 
the absolute quantity of real consumption increases, the proportion of the na¬ 
tional income spent on consumption falls because of the rise in investment. The 
expansionary effect of increasing bank credit is reinforced by the velocity of 
circulation of money which now begins to increase, as a result of increasing 
economic activity reflected in increasing business transactions. The capital and 
other durable goods industries such as construction machinery, machine tools, 
automobile, electrical instruments and durable household goods all revive. 

The expansionary effect is magnified due to the operation of the multiplier. 
Subsequently due to interaction of the multiplier and the accelerator, an initali 
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increase in investment activity causes further growth in investment and income. 
With the recovery in industrial employment and output, the agricultural sector 
of the economy, which suffered the worst onslaughts of depression, also recovers. 
Hoarding becomes less important than it was during depression and people put 
their money to productive use. Idle bank reserves slowly decrease and bank 
clearings increase as business and investment revive. There is renewed confidence 
in business circles which encourages businessmen to invest in plant and equip¬ 
ment to replace worn out or obsolete capital equipment. This process of reco¬ 
very is cumulative. Increased business and factor incomes result in increased 
expenditure causing further increase in incomes which in turn results in further 
increased expenditure and so on. The wave of recovery once initiated soon 
begios to feed upon itself. 

However, the wave of cumulative process generated as a result of initial 
recovery is not limitless. A stage must reach beyond which the process cannot 
continue. This limit may be arrived at full employment level of economic 
activity in the system. The periods of recovery may differ in strength and 
length depending upon the differences in the nature and strength of the forces 
which initiate them. These forces may be varied in forms. For instance, recovery 
may be initiated by innovations or by exploitation of new a\cnue$ of investment 
in new regions, new products and new methods or by the mere need to replace 
capital which has been consumed during the inactive phase of depression, or by 
government undertaking fresh expenditure, etc. Whatever may be the manner 
in which the phase of recovery is set in motion, the general contours resemble 
the aforesaid description. 


3. Prosperity. The prosperity phase of the cycle is the most desirable and is 
often the goal of national economic policies. During this phase the optimum 
level of economic activity is achieved and factors of production are fully employ¬ 
ed. There is no involuntary unemployment during this phase. However, even 
at this stage it is possible that voluntary and frictional unemployment may exist 
But unemployment of such types is compatible with the notion of full employ¬ 
ment. During this phase, an all round economic stability-stability of output 
wages, prices and incomes—is the most pronounced feature of economy. During 
this phase wages are high and everyone willing and able to work can find a job 

, ^ “ iVC a " d ba " k Clearin « s are lar « e - Bus '"«s failures 

a7all T° ri n ^ lhere is htav > investment in 

durable capital goods. During prosperity, business confidence is at its highest 

and businessmen borrow increasingly from banks to expand their business New 

finan “ new •— — 


“ “r ic of ; hc boom ,hat 

tion of a yield of, say. 6 per cent., and are valued JLi.dinSy^'h^tl^'d' h ' h ' ' XPCC ' a ' 
this expectation is replaced by a contrary ‘error of SL.- « ** d,s,llus,on comes, 
investments, which would in fact yield 2 oer cent M [ ^ IV W,lh ,hc rcsuh lhat «hc 
petted to yield less .ban — 

a state of unemployment in which the investments 8 which would* h inVCSt ?f nC ,hcn ,eads to 
condi,ions of full employe, in f.e. yield 
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In the last stages of this phase, as prosperity increases in cumulative fashion 
bottlenecks begin to appear. Unemployed workers needed to be put to work 
become difficult to find. Employers begin to compete with each other for 
obtainning additional resources, overbidding factor rewards in consequence. 
This rise in wages cannot be justified on the ground of efficiency of the workers. 
The rise is purely in the nature of ‘rent’ to the workers. The labour market be¬ 
comes a sellers* market where the price of the commodity-labour—begins tc 
rise more and more rapidly. The situation is much the same with regard to 
many raw materials whose supply cannot be increased to match the rapidly 
increasing demand for them. The competitive scramble for basic raw materials 
like iron and cement, that are in short supply pushes their prices higher. This 
tends to distort relative price relationships causing grave consequences for the 
economy. 

As the tempo of investment activities continues to increase, soon a situation 
develops in which shortage of funds begins to be felt. This causes a rise in bank s 
lending rates. All these tendencies tend to raise costs which affect both the 
consumers and the entrepreneurs. To cover their rising costs, business firms 
raise prices of their products. This increase in the price of goods is met with 
buyers’ resistance to higher prices as result of which sales and consequently 
revenues fall. The firms try to liquidate their stocks. Although some firms 
might succeed in liquidating their stocks at the same prices, all cannot succeed 
in their attempts to liquidate their stocks at one and the same time without 
bringing a price crash. When prices fall, firm after firm suffers losses. They 
curtail their production. Thus, factors of production are thrown out of employ¬ 
ment. Workers lose their jobs; surplus funds with banks accumulate and prices 
of raw materials fall. Retailers finding their sales falling cancel their orders 
which they had placed with the wholesalers who repeat the step taken by 
the retailers with the manufacturers; a feeling of despondency overtakes t e 

4. Recession (or Crisis). In due course of time the prosperity phase relapses 
into recession. The entrepreneurs realise their mistakes and find that many o 

the productive ventures started in the rosy anticipations of the prosperity ar 

not profitable. This trend in thinking has cumulative effects. Thc °' r . cr ' 
optimism of prosperity gives way to over-pessimism characterised by a teeimg 
of hesitation, doubt and fear. Not only are new enterprises postponed to 
remote future but even those in hand arc abandoned. Credit is contracte 
business expansion stops. Orders arc cancelled and workers arc ,aid 
Business failures increase, investment ceases and unemployment expands, 
is a landslide in prices and confidence is rudely shaken. Liquidity P ref * 
suddenly rises and people prefer cash assets to securities. Building acti X 
slackens and unemployment appears in construction industries. The 
unemployment causes further rot in other sectors of the economy because 
multiplier begins to operate in the downward direction. Unemployment ca i 
fall in incomes, expenditure, prices, profits industrial and business ac y- 

there is shortage of houses, hut where nevertheless no one can afford tc»live in the houses 
that there are." (Ccir. ru/ Theory of Employment. Interest and Money, pp. 321--^) 
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There is panic in the stock market and the equities continue to remain dull. 
Bank clearings fall as business declines and bank reserves increase as they 
call back their loans and refuse to give fresh loans A feeling of terror para¬ 
lysing efforts to convert retreat into advance prevails throughout the system. 
The rate of interest also rises to make confusion worse confounded. Once the 
engine of economic activity is derailed it strikes headalong against the trough of 
depression—the first phase of the cycle which served as the starting point of our 
study. 

The above phases of the trade cycle, however, seldom display regularity. The 
movement at times may be irregular in such a manner that one phase may not 
easily allow for the other. Nor is the length of each phase always definite 
Thus, it is quite likely that a state of fairly stable depression may lead into 
recovery or it may decline into further recession, as was the case with England 
in 1929. Similarly, recovery may turn into recession without allowing for pros¬ 
perity as was witnessed in U.S.A. in 1937. Coming to the duration of various 
phases of the cycle we may have a fairly stable depression followed by slow 
recovery as was the case in the •thirties*. Or the depression may be unstable 
and recovery very rapid as happened in 1921. Similarly, at times, prosperity 
phase may be fairly stable, as was the case during 1924-29. At other times 
prosperity may turn out to be highly unstable, as happened in 1919. However, 
inspite of the length and order of the various elements of fluctuations being 
highly unstable the above phases of typical business cycle serve useful purpose 
’to study the problems of this striking phenomenon of present-day world 
economies. The salient characteristics of the various phases of a standard 
business cycle can be summarised by means of a chart given on the next page: 
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Characteristics of Various Phases of a Standard Cycle 


Characteristics 

Depression 

Recovery 

Prosperity 

Recession 


0 ) 

(2) 

(3» 

(4) 


1. Employment 

Low 

Slow rise 

High 

Sudden fall 

2 Industrial 

Output 

Low 

Slow 

High, bottle¬ 

Decreasing 


increase 

necks appear 
in late stages 



3. Wage Rates 

Low 

Rise, but lag 

High. but lag 

Falling, but lag 


behind prices 

behind prices 

behind prices 

4. Prices 

Low 

Slow rise 

High, very high in 

Rapid fall 



late stages 


5. Bank Loans 

Low 

Expand 

High 

Cut sharply 

6. Bank Reserves 

High 

Slow fall 

Low 

Sudden rise 

7. Bank Clearings 

Small 

Slow rise 

Large 

Sudden fall 

8. Discount Rates 

Low 

Fairly low 

Rise 

High 

9. Costs of 

Production 

Low 

Rise slowly 

High, very high 

Falling 




in late stages 


10. Profits 

Positive to¬ 

Rise 

High but falling 

Disappear 

ward end 




11. Business 

Failures 

Many 

Few 

Few 

Sudden rise 

12. Speculation 

Very little 

Rise slowly 

Widespread 

Little 

13. Business 

Inventories 

Low 

Rise slowly 

High, very 
high in late 

Falling 




stages 


14. Building 

Construction 

Almost nil 

Slow rise 

Much, very 

Sudden stop 

except public 

high in late 



works 


stages 


15. Feeling 

Hope 

Hope 

Optimism 

Hesitation 


42 


TRADE CYCLE THEORIES 



T HE systematic study of trade cycle is largely the twentieth century develop¬ 
ment because very few of the important contributions made in this field are 
hardly more than fifty years old. Inspite of the fact that the world in the nine¬ 
teenth century frequently experienced by booms and slumps, the orthodox econo¬ 
mists regarded these cyclical fluctuations as temporary deviation from full 
employment. The famous Say s Law of Markets by denying the possibility of 
general deficiency of aggregate demand denied all possibilities of the occurrence 
of business cycles. 1 It was argued that since supply always created its own 
demand, the two would always be in equilibrium. If at any time disparity deve¬ 
loped between the two, the same would be eliminated through adjustment in 
commodity prices, wages and interest. Thus, any fluctuation, if it crept in the 
. economy, was essentially a short-run phenomenon, being eliminated in the long- 
run through the action of the forces of equilibrium. 

The crises of 1815, 1818, 1825, 1836, 1847 and 1857 which disrupted England’s 
economy causing widespread unemployment, fall in wages and prices made even 
Sismondi, once an ardent disciple of Adam Smith, doubt the validity of the 
orthodox assumption that full employment could be attained in a laissez-faire 
economy. Malthus had also challenged the validity of Say’s Law of Markets. 
James Maitland, also known as eighth Earl of Lauderdale, had criticised Smith 
and his followers in his work entitled An Inquiry into the Nature and Origin of 
Public Wealth published in 1804. In fact, even the enunciator of the famous 
Say’s Law of Markets, J. B. Say, who had visited England in 1815 was heard 
saying that even after labouring hard for the whole day the daily wages which 
an English worker earned were barely sufficient to meet only one-half or three- 
fourths of his and his family’s basic needs. 

Notwithstanding these stray attempts on the part of Malthus, Sismondi, 
Lauderdale and some of the early socialist writers to repudiate Say’s Law and 
Ricardian static equilibrium analysis in the first half of the nineleeth century, it 


Jean Baptiste Say (1767-1832) was a French economist. He was famous as the continental 
Populanser of Smith s ideas. His Treatise on Political Economy was first published in 1803 
He repudiated tne v.ew that there could be general overproduction or market glut problem 
n^ Pl cT rytCmPOrari,y - ***** ,hC 8CnCraI overproduction as a myth. Say remarked 

^t^r , r , i CrCa,ed ,hat iDSlant ' afforxls a f or other products 

JL*^ u,lM,ent onu own value. The creation of one product immediately opens a vent 
for other products. {Treatise on Political Economy, p. l? 4 .) ^ 
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is correct to say that on the whole it was Ricardo who dominated the scene and 
completely eclipsed Malthus. It was unfortunate because “If only Malthus, in¬ 
stead of Ricardo, had been the parent stem from which nineteenth century eco¬ 
nomics proceeded what a much wiser and richer place the world would be 
today.’ 2 It was only in the latter half of the nineteenth century that writers 
realised the importance of studying the complete business cycle and not merely 
the crises that occurred at the end of the prosperity phase. One such writer was 
Clement Juglar, who in his book Des Crises Commercials , first published in I860, 
made a systematic study and attempted to give a full explanation of the business 
cycle. Beginning around the turn of the century until World War I economists 
had made significant contributions by offering various explanations of the 
recurrence of business cycles. Worthy of mention are the Russian economist 
M. Tugan-Baronowsky. German economists Arthur Spiethoff and Joseph 
A. Schumpeter, Swedish economist Knut Wicksell, British economists Dennis 
Holme Robertson and R. G. Hawtrey, French economists Albert Aftalion and 
Jean Lescure and American economists Thornstein Veblen and Wesley Clair 
Mitchell. 

Between 1901 and 1936 economists wrote profusely on the business cycle. 
A thorough coverage of the pre-Keynesian business cycle theories is found in 
Professor Haberler’s Prosperity and Depression. However, the study of business 
cycles remained outside the framework of the general economic theory which 
even now was concerned with the study of equilibrium. It was only in 1936 that 
with the publication of Keynes* scholarly work The General Theory of Employ¬ 
ment , Interest and Money the two economic doctrines, that had so far remained 
separaie. were integrated. Through his saving and investment process analysis 
Keynes showed that at the point of equilibrium between the aggregate supply 
and aggregate demand employment was not necessarily at full employment level. 
By his analysis of the various determinants and sub-determinants of the level of 
output and employment Keynes showed how employment might be at a high or 
low level. He showed that orthodox economics by concerning itself with the 
assumption of full employment of resources had divorced itself from the real 
world in which the situation of underemployment was a rule and full employ¬ 
ment was an exception very seldom realised. However, while Keynes did much 
to increase our understanding of the economic fluctuations he said very little 
about the causes of cyclical fluctuations. Hicks takes Keynes to task for h.s 

failure to develop a complete theory of the business cycle. According to Hicks 
-Keynesian economics, inspite of all that it has done for our understanding of 
business fluctuations, has beyond doubt left at least one major thing quite un¬ 
explained; and that thing is nothing less than the business cycle itself. We do 
now understand more or less, what it is that determines the level of economic 
aotivity at any particular time; and having acquired that knowledge, we arc natu¬ 
rally tempted to rush on to devise means of making that level what we would 
like it to be .. - Keynes docs not show us and did not attempt to show us, save 
by a few hints, why it is that in the past the level of activity has fluctuated 

jj m. Keynes. Essays and Sketches in Biography. Pari 1. p. 36. 
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according to so very definite a pattern."* 

There are various theories of business cycles emphasising the various factors 
that give rise to cyclical fluctuations. Broadly speaking, these may be classified 
into the monetary and non-monetnry theories of the business cycle. While 
Hawtrey has viewed the cyclical fluctuations purely as a monetary phenomenon, 
economists of the rank of Tugan-Baronowsky have ascribed trade cycle to under¬ 
consumption. To Schumpeter, the problem of the cycle is due to the mal¬ 
adjustments occasioned by surges of innovations in the economy. Hayek has 
looked at the problem in terms of monetary overinvestment. To Mitchell, the 
cycle was a continuous process, each phase of the cycle being inherited from the 
one preceding it. He treated it as the problem of instability inherent in the 
nature of a business economy. According to Keynes, trade cycle was “occasion¬ 
ed by a cyclical change in the marginal efficiency of capital though complicated 
and often aggravated by other associated changes in the other significant short- 
period variables of the economic system”. 4 According to Pigou, cyclical fluc¬ 
tuations originated in the changes in the psychological attitude of the business¬ 
men who determined the direction and volume of investment in the economy. 
Metzler has developed an inventory theory of the cycle. Hicks has tried to 
break from the traditional explanations by looking on the trade cycle as being 
generated by the combined action of the multiplier and accelerator. 

Thus many explanations have been offered by economists of the emergence of 
cyclical fluctuations. The fact that inspitc of so many explanations and solu¬ 
tions the problem still persists shows that the problem is extremely complicated. 
Perhaps each cycle is novel and, therefore, the problem cannot be tackled merely 
on the basis of knowledge gained from the past, although each cycle adds signi¬ 
ficantly to the fund of this knowledge. We now turn to a brief survey of some 
of the important business cycle theories. 

1. THE CLIMATIC THEORY 

At present nearly defunct, the climatic theory is one of the oldest explanations of 
cycle. Those who advocate this theory (mainly Sir William Herschel and 
William Stanley Jevons, who propounded his famous ‘sun-spot’ theory) link busi¬ 
ness cycles with a 10 or 11-year cycle in the sunspot activity. The Jevonian 
approach was the result of Herschel's suggestions. 

It is argued that climate, which is influenced largely by the spots which appear 
from time to time on sun’s face (climate is influenced via the changes in rainfall), 
has a very large influence upon harvests. There is a close connection between 
meteorological conditions—cycles in sun-spots—and business activity via the 
changes in agricultural production. A bad climate by causing failure of harvests 
gives an initial push to depression which in due course engulfs the interdepen¬ 
dent parts of the economy. A good climate has the opposite efTect upon trade 
and industry. The variations in climate are so regular that periods of good 
harvests alternate with periods of bad ones and consequently booms and slumps 

5 J.R. Hicks, A Contribution to the Theory of the Trade Cycle (O.U.P., 1950), p 1 

*J M Keynes, The General Theory of Employment, Interest and Money, p. 3J3. 
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follow each other just as the day and night do. When harvests fail in one 
country, the bad effect is transmitted abroad. For instance, a famine in India 
produced by general crop failure may cause a crisis in the textile industry in 
Japan and U. K. 

American economist Henry L. Moore has pointed out that there is a marked 
cycle in rainfall in the major agricultural regions of the U.S.A. This rainfall cycle 
in Moore’s opinion was the cause of the business cycle. Moore also thought 
that there was some connection between the rainfall cycles and planet Venus, 
which passes every 8 years between the earth and the sun. We have here an 
explanation of the business cycle which treats it as a natural phenomenon. These 
explanations associate the most exogenous of all factors, i. e., changes in the 
harvest occasioned by changes in the weather, with the economic life through its 
influence on agriculture. 

The advocates of this theory emphasise that the explanation of great depres¬ 
sion of the ‘thirties' can be found in the climatic theory of business cycle be¬ 
cause the climatic variations by causing depression in the agricultural countries 
caused it to spread to industrial countries too, and eventually throughout the 


world. 

The climatic theory today does not command many adherents. To many it is 
merely a pedagogic exercise. While it is difficult to deny the fact that the pros¬ 
pects of agriculture affect the prospects of industries, it is not easy to correlate 
the trade cycle exclusively with the climatic theory. If we believe the theory 
then we should expect that business cycles would be less important in the non- 
agricultural economies and that as a nation became industrialised business cycle 
would disappear or diminish in importance there. Facts, however, do not 
support this belief and industrially advanced nations suffer most from this 
disease. The utmost that can be said for che theory is that climatic variations 
may be only one of the many factors that affect the course of the cycle. Climatic 
variations cannot provide a satisfactory explanation of the various^ features of 
business cycle. For instance, they do not explain why capital goods production 
increases more rapidly during the prosperity than during the slump. 

j M. Clark while stating that fluctuations in crop production are likely to 
play significant role in business fluctuations has nevertheless viewed the theory 
in true perspective. He says: “This does not mean that agriculture has no effect 
on the business cycle ... It simply means that agriculture ,s not a regu ar y act- 
mg force, tending typically and regularly to help initiate recovery, or s mu ate 
,hc revival, or in any other way to play habitually the same role in at least a 
predominant number of cycles.- Clark's statement approximates fru ^because 

as countries are becoming rapidly industrialised, the share of agriculture in the 

gross national product is on the decline. Moreover, farm support policies aim 
at preventing the agricultural goods' prices from falling when there is oveproduc- 

tion in agriculture. 


*J.M. Clark. Strategic Factors In Business Cycles (1935), p. 62 
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1 THE PSYCHOLOGICAL THEORY 

The psychological theory of business cycle, with which names of William 
H. Beveridge, A.C. Pigou, Jean Lescure and even Keynes are associated, empha¬ 
sises the role of psychological factors in generating the cycle. Beveridge in his 
work Unemployment , A Problem of Industry , published in 1909, emphasised the 
importance of psychological factors in his theory of the cycle. According to 
him, the single cause responsible for the cyclical fluctuations is traceable in the 
tendency of the businessmen to react excessively to the changing conditions of 
the economy. It was this tendency of excessive reactions that caused alternating 
periods of over and underproduction. Writing in 1909 Lescure ofTered a psy¬ 
chological explanation of the cycle that is similar to Keynes’ approach found in 
the General Theory. Lcscure’s explanation of the cycle suggests that the actual 
cause of alternately recurring waves of overproduction and underproduction rests 
in the fluctuations in the proflt expectations of the business community. 

Although we have mentioned the names of Beveridge, Lescure and Keynes, 
the chief architect of the psychological theory of business cycle is Pigou who 
makes the psychological factors exclusively originating force.* According to 
Pigou, the sole cause of the industrial fluctuations, called business cycles, rests 
in the waves of "over-optimism” and '‘over-pessimism” that overtake the busi¬ 
ness community. The psychological errors of optimism and pessimism provide 
the chief impulse for fluctuating trends in the output of consumer and heavy 
, goods’ industries. These errors of optimism and pessimism are interacting forces, 
because as soon as the business community discovers that it has made an error 
of optimism, it sets about making errors of pessiraim. Each phase of the cycle 
produces a state of business psychology which produces forces that bring about 
a reversal of that psychology and consequently a reversal of responses which in 
turn prepare the ground for another reversal. 

The psychological theory of business cycles is not free- from criticisms. That 
the theory has an element of truth in it cannot be denied. But the theory does 
not provide a complete explanation of the trade cycle. While it might be con¬ 
ceded that business conditions influence businessmen’s state ol confidence in¬ 
nately, there are various exogenous factors which influence business psycho¬ 
logy of the entrepreneurs and the theory does not explain these. Monetary 
factors reflected in the favourable or unfavourable changes in interest rate may 
also influence the business psychology. y 

fC,t u atpsycho,0 * ical thcorics w *re not worth putting much 
reliance. Passing a harsh judgment, Schumpeter stated: “And since individual 

mTsm* a vemion PU ‘ ° r ' rUSt iD ‘ wavas of and ,Lsi. 

mism , a version that A-as quite common and later on was to appeal to n.rh 

non’ S K Pig0U and Harr0d ' ThCre variations oSis themt 

of which 
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3. THE PURELY MONETARY THEORY 

( Although money has always attracted attention of the economists and indeed 
Nnany an explanation of panics and depressions in the nineteenth century were 
cast in the monetary mould, it was Hawtrey who offered a purely monetary expla¬ 
nation of cyclical fluctuations.* According to Hawtrey. although non-monetary 
factors, like crop failure, war and earthquake, might cause temporary setback, 
but these are insufficient to explain the phenomenon of business cycle. He holds 
that the causes of cyclical fluctuations reside in those factors which produce 
expansions and contractions in the circular flow of money. [ His explanation is 
an extension of the quantity theory. Hawtrey’s chief argument is that since 
MV=PT, no cyclical fluctuations would occur if MV were stable over the cycle. 
But he realises that this is much more difficult than merely stabilising M, the 
“stock of money’*: the “flow of money” must also be stabilised. Provided this 
could be accomplished, the trade cycle would be cancelled. / 

According to Hawtrey, changes in the circular flow of money income and 
spending give rise ro cyclical fluctuations in the level of economic activity. But 
what are these factors that cause fluctuations in the income-expenditure flow. 
According to Hawtrey, changes in spending and income are caused by changes 
in the supply of bank credit. These changes in the supply of bank credit by 
causing variations in the effective terms (rate of interest) at which bank credit 
is made available to the businessmen cause changes in the level of business 
activity Low interest rates induce businessmen to borrow to finance their 
inventory investment. The changes in interest rates affect the level of economic 
activity through inventory accumulation or dccuraulation rather than through 
causing changes in the volume of long term investment. 

In Hawtrey’s theory, depression is directly caused by a fall in consumer out¬ 
lays caused by a fall in the supply of money and us velocity. The corres P°^‘ ® 

nhasc of prosperity is brought about by an increase in the consumer outlays 

caused by an increase in the quantity of money and Us velocity. S,DC * 
assumes that in modern world bank credit is the principal means of payments, 
he considers the banking system as being entirely responsible for the creation 

and destruction of the volume of circulating media. 

According to Hawtrey. business cycle is a small scale replica of an outr.g 
inflation and deflation. The inherently unstable nature of the modern 
m0 ^ * y upm k resoonsible for economic flucuations. The expansion of bank 
makes the cv^ swing upward while the contraction of bank credit makes 
it go in the reverse direction. How docs it happen’ Expansion of bank credit by 

causing a fall in the rate of interest and by inducing the banks to l ° ans 

on more liberal icrms induces merchants to increase their inventory holdings^ 
Consequently, they place larger orders with the manufacturers who with the 
Sect of executing these orders increase production by employing more 

•Hawltey’s ideas 

■ton (1926); The C.mrnl Banking (1933); and The Trade Cycle (1926). 


Trade Cycle Theories 603 


resources into production. There 19 greater demand for factors of production 
and consequently higher income and employment leading to further increased 
demand for gcods. In course of time the cumulative expansion trend is set in 
motion. As the volume of business expands and factors of production are fully 
employed the higher prices induce further upward expansion. However, the 
pha>e of prosperity is not without limits. It comes to an end when the policy 
of credit expansion is suspended by the banking system in the economy. 

« The sudden suspension of credit facilities by the banks acts as a bolt from the 
blue. Till the last minute the merchants were enjoying the fruits of the liberal 
credit policy of the banks and now contrary to their expectations they receive 
sudden notices of immediate call-back of the short period and call-loans by the 
banks. To meet the sudden call from the banks they must sell their inventory 
stocks at any prices and repay their bank loans out of the sale proceeds. This 
forced rush for liquidity on the part of the traders depresses the market to the 
highest degree. The result of this crash is that many firms go into forced 
liquidation. 


The contraction, like the expansion, is also cumulative in nature. Wholesalers 
rapidly reduce inventories causing manufacturers to curtail output drastically. 
Consequently, employment, income and spending fall, the fall becoming cumula¬ 
tive as contraction phase wears on. Money flows back into the banks as bank 
loans are liquidated. When the rate of interest is subsequently lowered by the 
banks, who in the later stages of contraction phase face the problem of surplus 
cash reserves, the forces of recovery are set in motion. 

' Hawtrey’s theory has some useful and interesting ideas. He correctly identi¬ 
fies inventory investment as the part of aggregate demand which fluctuates the 
most over the business cycle. His idea that wages lag behind prices, causing a 
sbifr in income distribution over the business cycle is a worthwhile one which is 
/ a * so stressed by the other pre*Keynesian theories of the cycle. 

(^Araong those modern economists who adhere ti a stirctly monetary explana¬ 
tion of cyclical fluctuations are Clark WarButon and Milton Friedman. Accord¬ 
ing to Warbuton, when the total money supply expands at a rate faster than the 
rate of growth of economy’s output this causes excess money supply and prices 
increase. On the contrary, when the money supply fails to expand fast enough 
to catch up with the growth of output, money deficiency develops causing prices 
and profits to fall and inventories to accumulate. This discourages further in¬ 
vestment and consequently incomes and output fall. Monetary policy operating 
on bank reserves by failing to cause expansion of the money supply at the rate 
necessary to ensure stability, causes cyclical fluctuations. 

Although Milton Friedman has not developed any full-fledged theory of the 

Cy f Cle> hC S " S t S,r ° ng CaUSa ' re ' a,ion be,ween ,he su PP‘y money and 
the level of aggregate business activily.* In Friedman's opinion economy's 

faTfoThimT d f f0rm0r ' eyiSUD,qUelyrelaled ,0 "P ermancm " income, fa 

act, for him the former is a stable function of the latter. If the supply of 


•For his views on the changes in the supply of money causina chanin r 

one activity see his article entitled “Hie Demand of Moq^rnr^h” . \ ! CCOn<> - 

RcsiUts-. Journal of Political Economy , Vol. 67. August ^7^3^! 
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money expands faster than permanent income, the income-holders will get rid of 
the excess cash balances by spending. Consequent upon the spending spree in 
the economy, money spending and incomes will be driven up. This will cause 
permanent income to rise which in turn would create additional demand for 
cash balances. Thus Friedman concludes that the level of income and economic 
activity is sensitive to changes in the money supply. If the economy is to grow 
at a steady rate with stability—without inflation or deflation—money supply 
must also grow at a rate commensurate with the rate of growth of the economy. 
Although Friedman would not go so far as to deny minor role to the non¬ 
monetary factors, he argues that “in every deep depression monetary factors 
play a critical role’ 

Although cast against the background of the gold standard in which the 
ceiling to credit expansion was rigidly linked with the volume of the gold 
reserves, Hawtrey’s theory had a good deal of validity in it; today, when the 
gold standard does not exist cyclical fluctuations cannot be ascribed wholly to 
changes in the money supply. There is no point in our siding with Hawtrey on 
the issue of giving overwhelming importance exclusively to the monetary factors. 
His attitude of assigning the key-role to the wholesaler, leaving durable goods’ 
industries and other sectors of the economy in a negligible position, is difficult 


to defend. . . 

Furthermore, Hawtrey has exaggerated the importance of changes in the 
interest rates on the level of business activity. In particular, short term interest 
rates do not affect inventory investment in any significant manner. His ink 
between interest rate and inventory investment is one which has found almost 
no empirical support. There is an overwhelming empirical evidence which 
suggests that non-monetary factors also cause cyclical fluctuations in the circuit 
flow of income and spending. The truth is that although changes in the money 
supply are essential parts of the cyclical process, their role in modern times 
would be only passive one. While the flow of aggregate money spending changes 
in response to changes in the money supply, such changes in the money supp y 

as take place from time to time, are in turn caused by non-monetary factors. 

Hawtrcy’s failure to suggest even a crude accelerator and mention that inven¬ 
tory investment is related to changes in sales rather than to the level of sales 
reduces the credence of his overall theory. 


4. THE MONETARY OVERINVESTMENT THEORY 

The monetary overinvestment or capital shortage theory of business cycle is 
mainly associated with F. A. von Hayek” and other “embers of the Austin 
school. Much of the monetary analysts of the cycle was developed by W.clcsell 
but Wicksell himself believed that turning points in a cycle were ca “ sed b * 
rather than monetary factor, and thus is not included m this category. Accord 

eiuHvina Havck's theory in delai! refer to his Monetary Theory and the Trade Cycle. 

For a critique of Hayel,. ~ “ 

article entitled "Annual Survey of Bustne* Cycle Theory; Investment and Ml to Buarne* 
Cycle Theory" by A. Hansen and H. Tout Published in Eeonometrlca. April 1933. 
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ing to this theory, an elastic credit supply is necessary for an upturn to begin, 
and is important in causing the upper turning point to occur. 

Recording to Hayek, it is the net increase in the money supply caused by 
bank loans which leads to an overinvestment relative to consumption, causing 
disequilibrium between the heavy goods industries that expand and the consumer 
goods industries^hat do not expand pari passu, but only maintain their position. 
According to Hayek, cyclical fluctuations are manifestations of the shortening 
■and lengthening of the capitalistic process of production occasioned by a 
decrease or increase in money supply. Whenever the supply of money increases 
or decreases the total supply of money exceeds or falls short of the total supply 
of voluntary (real) savings made by the economy.) This causes a disparity bet¬ 
ween the “natural” or “equilibrium” rate of interest 11 and the market rate of 
interest. \ 

According to Hayek, in depression—which is caused by the shortening of the 
structure of production—the market rate of interest falls below the natural rate 
of interest due to the bank’s increasing the money supply in excess of the supply 
of real savings. The result is a sudden spurt in the investment activity/ Invest¬ 
ments that could not have materialised had not the market rate of interest fallen 
below the equilibrium rate of interest now materialise. ^Thus. monetary invest¬ 
ment tends to exceed real saving .' As a result of the increase in investment the 
process of production is elongated. According to Hayek, this lenthening of the 
process of production not financed by real saving cannot remain intact and 
must necessarily be followed by shrinkage in the structure of production which 
must cause depression. In other words, boom caused by an increase in the 
money supply by the banks must in turn lead to slump for the boom can last 
only as long as the market rate of interest continues to remain below the natural 
rate of interest and the former cannot remain at a lower level than the latter 
permanently because banks cannot increase the money supply indefinitely. But 
the question is: How does an increase in the money supply that initially causes 
a situation of boom by induciog the entrepreneurs to lengthen the process of 
production eventually ends up in depression by forcing them to shorten the 
process of production? 


An increase in the money supply (credit money) by the banks is made avail¬ 
able for spending in two ways-it may be made available either to the entre¬ 
preneurs through whom it will eventually reach the consumers in the forms of 
incomes of factor owners or it may be made directly available to the consumers 
Whatever way is adopted the ultimate outcome would be the same When the 
increased money supply is made available to the entrepreneurs (by lowering the 

market rate of interest) the latter increases investment. This means that more 
capital intensive and roundabout methods of production become profitable This 
causes lengthening of the process of production making it more roundabout. Con¬ 
sequently the demand for producer (capital) goods increases in relation to the 
demand for consumer goods and prices of goods of the higher order (producer 
goods) rise. This causes d,version of resources from the consumer-goods 


“The “natural" or “equilibrium’* rate of interest may be defined the rat* 
which the demand for loanable funds is equal to the supply (flow) of volumary saving. “ 
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industries into the capital-goods industries. A lower iate of interest encour¬ 
ages more capital-intensive and more roundabout methods of production, 
which in equilibrium will earn insufficient rates of return to justify their 
existence. Too large a proportion of economy’s resources are devoted to the 
production of capital goods. Consequently, the consumer goods industries 
starve for want of resources and the supply of these goods falls. Soon, how¬ 
ever, when the increased money supply by causing additional spending on 
producer goods by entrepreneurs becomes income in the hands of the factor 
owners, the demand for consumer goods increases. Their incomes having 
risen, the factor owners increase their consumption because consumption is 
a function of income. The prices of consumer goods also rise. Consequently, 
consumer goods industries begin to compete against capital goods industries for 
resources. This bids up factor prices raising costs in the capital goods industries, 
reducing the profit margins of producers of capital goods. While this is hap¬ 
pening the decisions of the banking system to reduce the rate of credit expansion 
by raising the marker rate of interest above the equilibrium rate of interest 
causes investment to fall abruptly. With this the process of production is 
shortened and recession starts eventually leading to depression. 

If the increased money supply is made available to the consumers directly, 
the demand for consumer goods would increase relative to the demand for 
producers' goods. Consequently, the prices of goods of the lower order would 
rise in relation to the prices of goods of the higher order. This would encour¬ 
age producers of consumer goods to produce more consumer goods by making 
increasing use of those methods of production which yield quick results in 
terms of output, although these production methods might not be the most 
efficient ones. Thus the producers would adopt more direct or labour-using 
methods of production and this would bring about a shortening in the process 
of production and consequently depression. 

It follows from Hayek’s analysis that alternating phases of prosperity and 
depression are the result of the shortening and lengthening of the process of 
production brought about as result of the increase in money supply that causes 
the market rate of interest to fall below the natural or equilibrium rate of in¬ 
terest. 1 - Since the lengthening of the process of production brought about by 
forced saving (by increasing the bank money supply) cannot possibly be kept 
intact permanently but must be followed by a shortening of the process of pro¬ 
duction, the increase in the supply of money-the failure of the banking system 
to keep the supply of money—is the villain of peace. Thus to prevent the 
cyclical fluctuations in the economy. Hayek suggests that the money supply 
should be kept constant except for such increases or decreases that arc necessary 
to cancel changes in the velocity of money and to counteract those changes in 

»*Looked at as caused by the fall in the market rate of interest below the natural rate of 

interest the trade cycle explanation offered by Hayek, has its parent stem in the Wicksellian 
analysis of price level fluctuations because Wicksell had shown that an increase in the money 
supply by causing the market rate of interest to fall below the natural rate of interest made 
income (and. therefore, spending) to increase by causing a prior increase in investment and 
this caused a rise in the level of prices under conditions of full employment. 
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the co-efficient of money transactions that may be due to such reasons as 
amalgamation of firms. 

The monetary overinvestment theory of trade cycles suffers from many short¬ 
comings. The theory overemphasises the rate of interest as being the important 
determinant of investment. The theory ignores the role of technological changes 
and innovations in influencing the investment. According to Hayek. the sole 
cause of changes in the aggregate investment activity inheres in the changes in 
the market rate of interest relative to the equilibrium rate of interest It is only 
the changes in the former relative to the latter which induce entrepreneurs to 
adopt more capital-intensive methods of production, i. <*., to change the capital- 
output ratio. No mention is made in the theory of the ways in which investment 
is related to consumer demand. Investment is not influenced by changes in the 
market rate of interest alone; it is also influenced by non-monetary factors. 

Furthermore, to control cyclical fluctuations Hayek suggests that the money 
supply must be kept “neutral" or constant for unless it is so, investment will be 
either encouraged (when the money supply expands) or discouraged (when the 
money supply contracts) and this will cause fluctuations. In this connection, 
it might be mentioned that it is not the changes in the volume of investment as 
such but only those particular changes which are not financed by voluntary 
savings which have destabilising influence on the economy. And it is these 
changes in the volume of aggregate investment that are induced by an increase 
in the money supply. 

Besides the uncertain nature of the lower turning point, which is somewhat 
remedied by the non-monetary overinvestment theories, several points of the 
explanation of the upswing are unrealistic. Still inherent in the overall argu¬ 
ment is the statement that the boom could continue indefinitely if the credit 
expansion continued indefinitely. The argument that the increase in the pro¬ 
duction of capital goods can take place only by causing decrease in the 
production of consumer goods is also seriously faulty because excepting the 
periods of overfull employment (such as World War II) consumption and 
investment have both increased during boom period, although not necessarily 
at the same rate. 


5. THE NONMONETARY OVERINVESTMENT THEORY 

Although the theory is only another variant of the overinvestment theory 
discussed above in so far as it shares with the monetary overinvestment theory 
the view that boom is accompained by an excessive amount of investment and 
that this overinvestment is the basic cause of slump, it differs from the former 
approach in that it does not give much weight to the monetary factors as 
causing expansion and contraction in the economy. Worthy of mention in 
connection with the development of the nonmonetary overinvestment theory of 
business cycle are the names of Michel Tugan-Baranowsky, Arthur Spiethoff 
Gustav Cassel and D.H. Robertson. * 

Tugan-Baranowsky’s work was in many ways a great break wirh th+ 

He smted that although Say’s Uw of Markets which denied the possibility 0 f 
general overproduce!, was valid in a barter system-where goods w e , e 
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exchanged directly against goods aad hence the total purchases (demand) and 
sales (supply) were always equal—it was not applicable to a money economy. In 
a money economy where goods exchange for money and where a single barter 
transaction breaks into two separate money-commodity transactions overpro¬ 
duction of one good will lead to the overproduction of other goods too. But 
how ? 

When one particular good is in excess supply its price falls and consequently 
the money income of the producers of this good falls. They have consequently 
less with them to spend on other goods. Consequently, they curtail their 
money spending on other goods which also accumulate in surplus. Their prices 
too fall and with it also falls their incomes of the producers of these goods who 
in turn by spending less on other goods cause those goods to accumulate. This 
process of reduced spending and incomes goes on. Thus, in a money economy 
overproduction in one sector causes overproduction in the other sectors of the 
economy. 

But it does not follow from this that money causes these economic fluctua¬ 
tions as some might believe for there was no such problem in the barter economy. 
This is due to the shortage of real capital (investment goods) which does not 
increase fast enough to match the increase in money capital (loanable funds) 
which by creating the additional demand for real capital puts pressure on the 
relatively inelastic supply of real capital. Thus as money loan capital is made 
available in increasing quantity, pressures are built which force the economy into 
expansion. So long as money capital continues to expand, the economy also 
continues to expand. When in the late stages of expansion the expansion of 
loan capital stops, rates of interest rise and the pressures that existed (and led 
to expansion of the economy) due to excess supply of loan capital arc all gone 
and contraction starts. During the contraction phase durable capital goods 
industries are worst hit. 

Arthur Spiethoff and Gustav Cassel, following the lead given to Tugan- 
Baranowsky, also offered the nonmonetary capital shortage explanation of the 
cycle. SpiethofT's statement of the strict overinvestment theory is most involved. 
The core of SpicthofTs analysis is the disproportionate development of the 
various sectors of the economy. He divides the economy into following four 
sectors: 

1. Non-durablc consumer goods industries. 

2. Durable and semi-durable consumer goods industries. 

3. Durable capital goods industries. 

4. Industries producing goods supplied to durable goods industries. 

These four sectors are so linked that a movement (expansion or contraction) 
caused within one sector causes the movements in the other sector. During depres¬ 
sion there is excess capacity in the durable capital goods industries. Conse¬ 
quently, there is no investment in the durable capital goods industries (such as 
railways, steel mills, machine tool factories, etc., and in the industries which 
produce those goods which are used by the durable goods industries such as 
steel, cement, bricks, lumber, etc. As the upswing begins, heavy goods industries 
start expanding. With this starts expansion of industries whose outputs serve as 
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inputs for heavy goods industries. For instance, the expansion of tracior manu¬ 
facturing industry to expand causes iron and steel, pig iron, coal mining, rubber 
industries, etc. to expand. When these industries expand, employment and in¬ 
come increase causing increase in the aggregate consumer spending as a result of 
which consumer goods industries expand 

Cassel’s approach is similar to SpiethofT's except that he disagrees with 
SpiethofF on the question of expansion turning intb contraction. While Spiet- 
hoff thought that the basic cause of upswing turning into a downswing was over¬ 
investment in the consumer goods industries, Casscl suggests that the cause of 
the turning point is not overinvestment in consumer goods sector but general 
overinvestment which is unwarranted by the amount of total real savings avail 
able in the economy. 

Turning to Robertson, whose views have undergone modification, we find in 
his ideas a synthesis of the nonmonetary and the monetary factors He regards 
the nonmonetary factors responsible for causing cyclical fluctuations although 
in his opinion monetary system also contributes to the cyclical fluctuations. In 
his Banking Policy and the Price Level , published in 1926 disagreeing with the 
emphasis given to the monetary policy in the 1920s he pleaded for giving greater 
importance to “real as opposed to monetary or psychological causes of fluctua¬ 
tions”. According to Robertson, the course of economic growth very seldom 
runs smooth, and some fluctuation is indeed desirable for growth. The difficulty, 
however, arises when these desirable fluctuations invoke excessive responses that 
cause dcstabilishing fluctuations in the economy. Partly the invoking of these 
excessive responses leading to inappropriate fluctuations is due to the •‘indivisi¬ 
bility” in certain investments. For instance, the railway company may either 
have a double track or not construct the second track. It cannot have one and 
half track. Thus while with the single track there may be congestion of traffic 
leading to inordinate delays, the construction of the second track may lead to 
excess capacity problem. Investment in such projects is lumpy. Once a deci¬ 
sion to make such investment is undertaken a large lump sum is involved which 
may be excessive in relation to the current demand for the output of such invest¬ 
ment. At the same time due to the “indivisible’' nature of the investment a 
smaller amount of investment would not be able to deliver the goods. 

The problem does not end here. Not only are many investments lumpy, they 
are also time consuming. These investments have unusually long “gestation 
period”, /. e., a long period must elapse between the date when the decision to 
undertake the project is taken and the date when the project is commissioned 
into production. The gestation period obscures the amount of realized invest¬ 
ment, the results of which are not yet visible. During this gestation period, 
other investors in a competitive system go ahead with their own capital-forming 
, act,ons wh,ch consequently result in overinvestment creating the problem of 
glut of new goods in the market. 

According to Robertson, monetary factors may give a further fillip to fluctu¬ 
ations caused by the nonmonetary factors. Thus the banking system might, by 
placing in circulation increased money supply, increase the existing imbalance. 
The increase in the money supply will cause prices to rise and this, by misleading 
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the entrepreneurs in their appraisal of prospective profits, might lead to further 
overinvestment. 

Although Robertson’s analysis of the causes of cyclical fluctuations-has a 
close resemblance with the ideas of Tugan-Baranowsky and Spiethoff, he makes 
a clear distinction between real and monetary forces as the causal factors, and 
his approach is superior to that of Tugan-Baranowsky and Spiethoff. Robertson 
succeeds in integrating the real and monetary factors in his theory. 

According to the advocates of nonmonetary overinvestment theory it is the 
excess real investment which causes the upper turning point. While Speithoff 
thought investment to be excessive in relation to consumption, Gustav Cassel 
suggested that the problem arose because investment was excessive in relation 
to the total real saving. This theory does not offer complete explanation of the 
cause of lower turning point. 

6. THE UNDERCONSUMPTION THEORY 

f This theory is the oldest explanation of the cyclical swings. The crises which 
occurred in the nineteenth century were explained in terms of the deficiency of 
the aggregate effective demand due to failure of consumption to keep pace with 
expanding production that was made possible by the industrial revolution. 
Malthus had denied the validity of Say’s Law of Markets and Sismondi had 
found the cause of crises in the low consumption of the workers due to low 
wages. Thus the want of sufficient purchasing power with the workers by 
causing accumulation of goods led to the fall in prices of goods. This caused 
unemployment and eventually a crisis. Sismondi's explanation was borrowed 
by Karl Marx to explain that crises were inevitable in a capitalist economy. 

Notwithstanding the explanations of crises given by Malthus, Sismondi, 
Lauderdale, Marx and others; it was Hobson who made a sharp break with the 
Say-Ricardo-Mill thesis according to which there could be no general over¬ 
production, no general unemployment. In The Physiology of Industry 19 , which 
was published in 1889 and of which Hobson was co-author with A.F. Mummery, 
he mounted an attack on the orthodox theory according to which the possibility 
of general glut was a myth. The purpose of writing this book, stated in the 
preface to the book by the authors was, "to show that. . . .an undue amount 
of saving is possible, (that it) impoverishes the community, throws labourers out 
of work, drives down wages, and spreads that gloom and frustration through 

the commercial world which is known as Depression in Trade.** 

^The object of production is to provide ‘utilities and conveniences’ for consu¬ 
mers, and the process is a continuous one from the first handling of the material 
to the moment when it is finally consumed as a utility or a convenience. The 
only use of capital being to aid the production of these utilities and conveniences, 
the total capital used will necessarily vary with the total of utilities and conve¬ 
niences daily or weekly consumed. Now saving, while it increases the existing 

ls Paying rich encomiums to the authors of the book Keynes remarks: "Though it is so 
completely forgotten today, the publication of this book marks, in a sense, an epoch in the 
economic thought.” (General Thtory, p. 365.) 
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aggregate of capital, simultaneously reduces the quantity of utilities and conve¬ 
niences consumed; any undue exercise of this habit must, therefore, couse an 
accumulation of capital in excess of that vshich is required for use, and this 
excess will exist in the form of general overproduction. ,,n 
(In his latter work entitled The Problem of ,he Unemployed, which appeared in 
. * Hobson Presented a complete explanation of the business cycle—an expla¬ 
nation that exposed the hollowness of Say-Ricardo-M.ll thesis. Criticising 
lhc thesis, according to which general cmplovmcnt was a 

myth, Hobson stated that although “bad trade appears as a general lowness of 
prices and profits, but regarded as a disease of the industrial structure it takes 
0f a gcncral s,ackncss or under-use of the various factors of produc- 

,.^ r . i ‘ iC /. Sing ' he view ,hat overproduction in one sector reflects under-produc- 

n^^ SeC r° f ‘ he CC0n0my as unrealis,k and an imaginat.on of 

exolTinin the ? • fO " 0Wer H ° bSOn said ,haI ,he Problem is of 

explaining the existence of simultaneous surpluses (or deficiencies) in all sectors 

o ernrorr y ‘- The P'° bl "" * as the classical economists held, that of 

ThVproblem'onThe7 ■ °^' ** Und ' r e roducli °" in some other industry. 

conslm on V. 'T' 15 °“ e ° f economywide overproduction or unde* 

overnrodurf ^ * UW ° f Marke,s ~ which held that there could be no general 

result. ^ supply. Consequently some saving will 

/So long as this saving is invested no difficulty arises Thi* • 
investment must lead to an increase in the total ™ ,DCrCaSC ,n 

economy. This would result in c * olal Production capacity of the 

sumption for which there is il.ffif- SUPP,y ° f8 ° ods avai,ab,e for “>n- 

Prices. Consequently lhere^ demand at 

goods can only be carried off th^arto aHo® g °° dS in ‘ he ma,ke '- These 

goods causes a c^iderable^au L en.™ ^ A ftl1 in ,he ° f 
powc, This has funhCT depressing 


'•J A Ho^° n ^ A F ’ MummCT >’- ne Physiology oj Industry 
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successfully shows that it is the phenomenon oi underconsumption which causes 
the trade cycle. I 

^The underconsumption theory has been defended by W.T. Foster and Waddill 
Catchings. In a series of studies published during the 1920s 17 Foster and 
Catchings have dealt at length with “the dilemma of thrift”. Savings are neces¬ 
sary for growth because there cannot be any growth without investment and no 
investment is possible without saving. But saving which through causing invest¬ 
ment prompts growth leads to the creation of supply of consumer goods that 
outruns the demand for such goods. The difficulty arises because when saving- 
individual and corporate—are invested in plant and equipment these are “used 
twice in production but only once in consumption.” This produces disparity 
between production and consumption, the former exceeding the latter. When 
this happens contraction ensues. 

Although Hobson fails to put his theory on a high theoretical level, all his 
arguments are not convincing; yet his discussion bears marked kinship to the 
recent rigorous analysis done by Evsey D. Domar, R. F. Harrod and other 
growth model builders wherein attention has been concentrated on explaining 
the conditions necessary for the equilibrium growth rate. In fact. Domar has 
praised Hobson for his keen observation of the problem. Domar regards Hobson 
superior to Keynes in so far as the former clearly saw that any increase in in¬ 
vestment would increase the productive capacity of the society. While according 
to Keynes, it was enough for equilibrium if savings were invested, for Hobson, 
unless consumption continued to grow at a rate fast enough to absorb the 
additional productive capacity; the mere fact of savings being invested would 
not ensure full employment equilibrium. It is appropriate to quote here Domar 
on the evolution of Hobson’s approach. 

^Even though both Keynes and Hobson were students of unemployment, they 
actually addressed themselves to two different problems. Keynes analysed 
what happens when savings (of the preceding period) are not invested. The 
answer was unemployment, but the statement of the problem in this form 
might easily gave the erroneous impression that if saving were invested, full 
employment would be assured. Hobson, on the other hand, went a step further 
and stated the problem in this form: suppose savings are invested, will the new 
plants be able to dispose of their products? Such a statement of the problem 
was not at all. as Keynes thought, a mistake. 1 * It was a statement of a different, 


and possibly also a deeper, problem. 

“Hobson was fully armed with the o effect 1 * of investment, and he saw that it 
could be answered only by growth. His weakness lay in a poor perception of 
the multiplier effect and his analysis lacked vigour in geperal. Hegavea 
demonstration rather than a proof. But the problem to which he addressed 
him>elf is just as alive today as it was fifty and twenty years ago. *° 


^Reference in pa.ticular should be made to their two works entitled Profit and The Rood 
to Plenty pjblished in 1925 and 1928 by Houghton Mifflin Co.. Boston. U.S.A. 

i*The^Greek kiter^o tsigrt^ indicates the increase in the productive capadty of the 
economy which accompanies each rupee mvested. It is the ratio of output to capital. 

,8 E.D. Domar. Essays in the Theory of Growth (O.U.P., 1957). p. 104. 
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l Although the situation described by Hobson could be conceived to occur but 
it\ unlikely to happen today. In developed mature economies, a substantial 
middle class with a high average propensity to consume is likely to provide the 
necessary increase in consumption. In the developing economies where income 
distribution is much more skewed, with the continuous appearance of the new 
investment opportunities, a high rale of economic growth has been able to be 
maintained. Moreover, many investment goods produce more investment goods 
for which there is still a great need. The main problem in developing economies 
is generally the shortage and not a glut of consumer goods. Hobson’s views 
are, however, logically defensible and the situation described by him may well 
have been a contributing factor to the 1929 downturn. I 
Although economists have criticised Foster and Cachings’ primary thesis 11 
Domar has praised them for their insight and he regards their book entitled 
Profit as the most important of their several published works. The main weak¬ 
ness of the underconsumption theory rests io its failure to explain the lower 
turning point of the cycle. The underconsumption theorists could explain only 
the single turning point from expansion to contraction—the upper turning point. 

7. THE INNOVATION THEORY 

The innovation theory of business cycle is associated with the name of Joseph 
A. Schumpeter.. Looking at the cycle as a continuing process and agreeing 
, with Clement Juglar that the cause of the depression is the prosperity, he regards 
innovations as the originating cause of the cycle. His views can be expressed in 
his own words in the following passage: 

“The booms consist in the carrying out of innovations in the industrial, and 
commercial organism. By innovations I understand such changes of the 
combinations of the factor of production as cannot be effected by infinite¬ 
simal steps or variations on the margin. They consist primarily in changes in 
methods of production and transportation, or in changes in industrial organi¬ 
sation, or, in the production of a new article, or in the opening up of new 
markets or of new sources of materials. The recurring periods of prosperity 
of the cyclical movements are the form progress takes in capitalistic society.*’ 12 
According to Schumpeter, innovations are the originating cause of the cyclical 
fluctuations in the capitalist society. We must not, however, confuse Schumpe¬ 
terian innovations with inventions. According to Schumpeter, an innovation is 
the commercial application of new techniques of production, new materials or 
perhaps basic new methods of doing business. 

The cyclical upswing is started when the innovators make investment in the 
commercial applications of their ideas. • This investment might be started by a 
few leading entrepreneurs with drive. Soon, however, these innovators are 
imitated by others who also adopt new materials, new techniques of production 

21 For a critique of .Foster and Catching*' Theory see G. Haberler. Prosperity and Deprts- 
slon (4th Edition. 1958). p. 125. y ana urpres 

. ^ * 29 ^’ ^““Pcter, "Die Explanation of the Business Cycle”, Economica, December 1927, 
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of the Ion* period of construction when shifts in demand take place, a far greater 
and extensive readjustment becomes necessary. 

Sixthly; the theory is based on the assumptions of full employment of 
resources in the economic system and financing of the innovations by the bank 
credit. In an economy where vast reserves of labour and other production 
resources are unemployed, the introduction of an innovation need not cause 
withdrawal of labour and other resources from the old industries. Consequently 
the supply of old products need not fall. Nor will the costs of the old products 
increase under the competitive impact of an innovation. Similarly, when the 
innovation is financed through real saving, the inflationary rise in the prices will 
not be felt. Consequently, in a less than fully-employed economy an innovation 
financed through real savings might fail to initiate and generate a trade cycle. 
Since full employment is an exception rather than a rule and since most innova¬ 
tions introduced by the firms are self-financed by the firms out of their develop¬ 
ment reserves, the innovation theory is inadequate to explain the phenomenon 
of the cycle in modern business world. Hayek holds that innovations alone 
cannot explain the cycle without a substantive monetary explanation. 


8 . KEYNES’ THEORY 

Although Keynes did not formulate any theory of trade cycle but whatever little 
Keynes has written about the cycle is too important to be ignored. According 
to him, trade cycle may be regarded “as being occasioned by a cyclical change 
in the marginal efficiency of capital, though complicated and often aggravated 
by associated changes in the other significant short period variables of the 
economic system 1 '. 2 * Thus the primary cause of cyclical fluctuations inheres in 
the changes in the volume of investment caused by the cyclical fluctuations in 
the marginal efficiency of capital. 22 *>., changes in the expected rate of profit on 
current investment outlay. 

The marginal efficiency of capital depends on businessmen s expectations 
regarding the rate of future returns from investment, and this expectation is 

determined by "the uncontrollable and disobedient psychology of the business 
world”-* The marginal efficiency of capital, which determines the volume of 
investment, rises and falls with the state of confidence of the business comma- 
nity. During the upwsing phase of the cycle the business community being over- 
optimistic, overestimates the rate of return expected from investment outlays. 
Consequently, overinvestment occurs. Soon, however, the businessmen realize 
lhat they have overshot the mark, and that the profit rale anticipated by hem 
will not be realised. This shakes the state of business confidence causing collapse 

•«!M Kevncs The General Theory of Employment. Interest and Money. Chap. 22,p. 313. 

ss:r=:5=5 

rSSSSK ZZ!*2 —.......i. » *. *. «* 

2*Op. Cit., p. 317. 
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of the marginal efficiency of cap.wl and decl.ne .n moment Aca«wtf«.je 
contraction swamps the economy. Once the marginal efficency of capital col lap 
ses. this collapse is so comple.e that some time must necessarily elapse before 
confidence can revive and even the fall (even ,t ts possible) in the ra e of 
interest cannot remedy the situation » As time passes, business inventories are 
depleted and capital equipment wears out and the need to replenish inventory 
stocks and to replace the depreciated and obsolete capital equipment gives rise 
to the demand for consumer and capital goods. Investment gradually revives. 
Once the confidence is revived expansion becomes cumulative in nature. 

In Keynes' theory of trade cycle the marginal efficiency of capital has greater 
importance than the rate of interest. It is the villain of peace that disturbs the 
equilibrium of the economy and thereby causes cyclical fluctuations to emerge 
in the system. Rate of interest rather helps the marginal efficiency of capital in 
rendering the cycle intractable. The other significant factor in the theory is the 
‘Investment Multiplier'. But for the active operation of the multiplier the trade 
cycle would have been much milder in intensity than it actually is 

Starting at the bottom of depression the marginal efficiency of capital is higo 
due to various causes such as the exhaustiou of the accumulated inventories, the 
necessity to replace capital goods, the inducement to new invention, etc. At this 
time the rate of interest may also be low due to the increase in the liquidity with 
the banks. The operation of the multiplier imparts to the process of increased 
investment and employment a cumulative trend. There is activity in every sector 
t _j n the primary, secondary and tertiary industries—of the economy. This 
sudden burst in investment activity gives rise to boom and so long as it lasts 


every thing appears rosy. 

Hidden in this boom, unfortunately, are the seeds of slump. Soon goods are 
accumulated beyond expectations of entrepreneurs, and the competition of 
inventories brings a crash in their prices. Alongside the falling prices of the 
finished goods, their costs of production increase because the factors of produc¬ 
tion being in inelastic supply begin to command higher prices without any 
increase in their efficiency. Between the rising costs of production on the one 
hand and the falling prices of finished goods on the other the marginal efficiency 
of capital is sandwitched, causing a sudden crash in the capital market. A 
reduction in the interest rate could have probably done something to revive the 
confidence among the entrepreneurs by influencing the costs by reducing it, but 
contrary to expectations at this moment the rate of interest rises under the 
pressure of rising liquidity preference of the people and makes confusion worse 
confounded. The change from upswing to downswing once started soon becomes 
cumulative and the multiplier begins to operate in the reverse direction. 

Keynes’ theory of the cycle is essentially a psychological theory and like other 


*»Eraphasisiog that the fat: ;o the rate of interest in depression is too weak a factor to be 
relied upon as an effeciive remedy, Keynes compared the marginal efficiency of capital with 
a clever duck and the rate of intern with a dog. During depression (the marginal efficiency 
of capital) takes a big dip and sticks hard to the bottom of the lake. It requires an 
extremely clever dog to bring it up to the surface and the dog (rate of interest) is not so 
clever. In fact, the rate of interest during depression might rise under pressure of the rising 
liquidity preference, making confusion worse confounded. 
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psychological theories it does not explain the “real factors’* that cause changes 
in business expectations. At best, Keynes makes only a few tentative suggestions 
regarding the optimism of the boom ending at last and his explanation of why 
the pessimism during slump ends is not complete. 

9. THE COBWEB THEORY™ 


Developed in the ‘thirties’ the Cobweb theory is an important forward step in 
the development of the dynamic analysis of cyclical fluctuations. The earlier 
approaches to the analysis of the cycle were static in character. They treated 
the economy at a point in time ignoring completely the movements of the eco¬ 
nomy through time. To the extent the adjustments between supply and demand 
were assumed to take place instantaneously ignoring time lag, the earlier appro¬ 
aches were static and could not furnish useful reliable tools that could be 
applied for solving the problem of economic fluctuations in the dynamic eco¬ 
nomy where adjustments involved lags. The cobweb theorem furnishes us with 
an illustration of the dynamic process of adjustment—movements through time. 

The theory was developed independently by three economists almost at the 
same time. The names of Henry Schultz. Jan Tinbergen and Arthur Hanau 
are associated with the theory, although the terra “Cobweb theorem" was first 
suggested by Professor Nicholas Kaldor in 1934. The cobweb theory is based 
upon the foundation of ’lag’ concept. It asserts that supply adjusts to changing 
conditions of demand which arc manifested through price changes not instanta¬ 
neously but after certain period. This time, taken by the supply to adjust itself 
to changes in demand is known as lag. Thus the quantity supplied during any 
given time period t is the function of the price prevailing at earlier time period 
while the demand depends on the price that prevails in period / itself. The 
core of the theory is the lagged response of supply to price changes. 

The cobweb theory has its chief application in the case of agricultural 
products the supply of which can be increased or decreased only after & time lag. 
Most crops can be sown and reaped only once a year. For instance, if the price 
of wheat increases in April 1972, then supply will not increase instantaneously. 
The farmer will devote larger farm acreage to wheat cultivation in the next crop 
season and so it will take one full year before supply increases in response to a 
rise in wheat price, thus, the supply ol wheat in 1973 will depend on the price 
of wheat that prevailed in 1972 which offered the farmers inducement to devote 
more land to wheat cultivation. There are many other products, like tea, rubber, 
coffee etc., where the time lag involved is a period of 5 years or more before the 
supply can respond to price changes. , .. 

Tinbergen has extended the application of the cobweb analysis to durable 
ds the supply of which responds to demand changes after a significant time 
lag because on account of long “gestation period" there is a considerable time 

II account of the Cobweb theorem sec Mordecai Ezkiel’s article •'The 

sopor an excc cn y Journal of Economics. 1938 reprinted in Readings in Business 

tyUTheory. pp. 4M-42; Jan Tinborgen and J.J. Polak. The Dynamic, of Basin'* Cycles. 

1950. Chap. 14. 
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lag between the decision to produce and the actual deliveries of the durable 

8 Cobwebs have been divided into: (/) converging cobwebs. (U) diverging 
cobwebs, and (ill) continuous cobwebs. In the case of continuous cobweb the 
fluctuations in price and output continue repeating around the same equilibrium. 
In the case of converging cobweb the economy when disturbed from equilibrium 
position, has a tendency to regain it through a series of oscillations. Each fluc¬ 
tuation is more damped than the one preceding it. This narrowing down of the 
amplitude of the fluctuations occurs when the slope of the supply curve is steeper 
than the slope of the demand curve. In the case of diverging cobweb the ampli¬ 
tude of the fluctuations increases over time. Once disturbed from the position 
of equilibrium ihe economy moves away cumulatively into the doldrums of dis¬ 
equilibrium. This happens when the slope of the supply curve is less than the 
slope of the demand curve. Figs. 42.1(A), 42.1(B), and 42.1(C) show the conti¬ 
nuous, converging and diverging cobwebs. 



Fig. 42.1(A) shows the continuous cobweb. The slope of the demand curve i6 
equal to that of the supply curve and the price alternates between Pl( = P s ) and 
p v The figure illustrates constant oscillations, with price and output fluctu¬ 
ating regulatly around equilibrium at the same level. 

Fig. 42.1(B) shows the converging cobweb where each oscillation has a tendency 
to move the system nearer the original equilibrium position. The slope of the 
supply curve is greater than that of the demand curve. 

Fig. 42.1(C) shows the diverging cobweb with an unstable structure, with each 
successive adaptation causing a more serious departure from the equilibrium 
shown by the intersection of D t D% and S i S l curves. 

The cobweb theory of the cycle suffers from certain serious weaknesses. It is 
applicable only where (/) the price is governed by the supply available, (//) when 
production is influenced only by the price, and (Hi) when production cannot 
vary before the expiry of a given period. The theory is based on the assumption 
that the crop which farmers plant in 1973 depends solely on the prices ruling 
in 1972. As a matter of fact this is contrary to facts. While 1972 prices 
undoubtedly influence decisions regarding 1973 crop, producers are also 
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influenced by their expectations. Producers’ decisions with regard to production 
during any given time period depend not only on the backward look but also on 
the forward guesses. If this year's price is high, then producers may foresee 
some reaction to the high price and anticipate larger output by their competitors 
next year. 

The theory also suffers from another weakness. If we look at Fig. 42.1(C) of 
cobweb cycle we find that disequilibrium once begun never ends. The curves 
show that once the equilibrium is disturbed the economy falls into a series of 
unending cycles. In practice, however, this is most unlikely to happen. 
Commonscnsc tells us that it cannot happen. In practice, the shape of the curves 
is such as to make continued divergence impossible. 

In spite, however, of its weakness the cobweb theory is important as an 
explanation for the cyclical behaviour of wheat and other agricultural products’ 
markets. It concentrates attention on the important fact that present events 
depends upon past happenings. It furnishes us with a technique to demonstrate 
the process of change over time. 

10. MITCHELL'S THEORY 

According to Wesley Clair Mitchell, whose pioneering work Business Cycles was 
first published in 1913, the cycle is a continuous process. There was a conti¬ 
nuous link between prosperity-depression-prosperity and each cycle phase 
received its inheritance from the preceding phase and also influenced the phase ► 
that succeeded it. 

Arthur F. Burns praising Mitchell’s book Business Cycle wrote: “No other 
work between Marshall’s Principles and Keynes’ General Theory has had as big 
an influence on the economic thought of the western world.” Schumpeter 
regarded Mitchell’s 1913 work as having “ushered in a most important part of 
the cycle analysis of our own time.” 31 

Mitchell’s explanation of the cycle is ecletic. He does not emphasise one factor 
alone to the exclusion of all others. He believes in drawing his generalisations 
from the observed behaviour of the economy. According to him, instability is 
inherent in a business economy. Economic activity in a free enterprise economy 
depends, on income and profit motive. Profits in turn depend on cost-price 
relationship which might not turn out to be what the entrepreneurs had expected 
when they undertook investment. Furthermore, Mitchell also emphasises the 
interdependence between different parts of the economy so that maladjustments 
started in one sector of the economy spread throughout the economy. 

In Mitchell's view, depression eventually creates conditions favourable for the 
onset of upswing. During depression costs are reduced; profit margins eventually 
improve; inventories having run down require replenishing; weak firms having 
been already liquidated the fear of overcompetition disappears; banks possessed 
of excess cash reserves arc wilting to lend on liberal terms. All these conditions 
arc favourable for revival Once the economy starts reviving, it grows in a 
cumulative fashion. Increase in production by causin? income* to expand 

3‘J. A. Schumpeter, History of Economic Analysis, p. 1124. 
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enables factor owners to spend more as result of which consumer sales increase, 
causing merchants to increase their stock-in-trade. Replacement of worn-out 
equipment creates the demand for durable goods. All this leads to improve¬ 
ment in business expectations. Prices rise and businessmen expect them to rise 
still more. This further stimulates production, employment, income and spend¬ 
ing. Once started, expansion continues in a cumulative fashion. But why does 
not expansion continue indefinitely? In other words, why does the downswing 
start? 

According to Mitchell, the cause of the downswing is “a slow accumulation 
of stresses within the balanced system of business—stresses which ultimately 
undermine the conditions upon which prosperity rests'*. Mitchell emphasises 
that as expansion continues in a cumulative fashion, stresses develop in the 
economy, scarcity of inputs is felt and costs rise. This causes distortion in the 
cost-price relationship such that profits margins fall. Boom not only leads to the 
unfavourable situation of increases in the production costs, it also creates tight 
money conditions because the limited bank reserves are subjected to growing 
pressure of increasing demand for funds from businessmen. Thus the cost of 
lending increases. 

All the above-mentioned factors raise costs to cover which the producers must 
raise prices. However, some industries find that it is not possible to raise prices 
sufficiently to maintain profit margins Thus, the falling profit coupled with 
growing monetary stringency creates a situation of distress in some sectors of the 
economy. Since the different sectors of the economy are interdependent, soon the 
distress spreads throughout the economy. There is a scramble for liquidity; 
inventories are reduced and new orders cancelled, the fall in prices once started 
affects more and more commodities. A cumulative process of contraction gets 
under way. This process of decline continues until the forces of correction 
become strong enough to make their influence felt. 

Unlike the Keynesian analysis according to which business cycle could be ana¬ 
lysed in terms of the relationship among few aggregative variables, for Mitchell 
trade cycle is an extremely complex phenomenon which cannot be analysed in 
terms of few aggregative variables. For him a trade cycle results from the action 
on business profits of the whole complex of trading and financial relationships 
that make the economy a compact whole. Expressing himself on the difficulty of 
explaining the cycle in the present state of knowledge Mitchell says, “But, despite 
these advances, theorists who sought to explain business cycles were insufficiently 
informed about the phenomena with which they were dealing, and had to reason 
for the most part from untested assumptions. The complexity of economic 
organisation suggested to ingenious minds an embarassing array of plausible 
hypotheses. No one could determine which among these jostling competitors 
was least inadequate, or whether any combination of them would account for 
what happens." 32 

The main weakness of the “business economy" theory of Mitchell is that it 
fails to tell the whole story. While the emphasis placed on the cost-price rela¬ 
tionships and expectations and also the mention of the interdependence of 


**W.C. Mitchell, What Happens During Business Cycles , p. 3. 
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different sectors of the system are all right, the theory does not analyse the 
underlying real factors that operate at the turning points. Errors of optimism 
and pessimism and the possibility of horizontal maladjustments (partial over¬ 
production) on which the theory relies can explain only relatively mild swings 
in the investment activity; these are inadequate to explain wide fluctuations in 
the level of investment activity which are responsible for the turning points of 
the major cycles. 


II. HICKS’ THEORY” 

Hicks’theory of trade cycle is contained in his book A Contribution to the 
Theory of Trade Cycle, published in 1950. According to Hicks, the cycle is 
caused simply by the interaction of the multiplier and acceleration. According 
to him, “the theory of the multiplier and the theory of the accelerator are the 
two sides of the theory of fluctuations, just as the theory of demand and the 
theory of supply are two sides of the theory of value. 

In his explanation of the cycle the multiplier, the accelerator and the concept 
of the warranted rate of growth play an important role. The warranted rate of 
growth is defined as that rate of growth which will maintain itself. It is the rate 
of growth consistent with the equilibrium of saving and investment. Thus when 
the real investment in the economy is taking place at the same rate at which the 
real saving is taking place, the economy is said to be growing at a warranted 
rate of growth. The interaction of the multiplier and the accelerator weaves 
its path of economic fluctuations around the warranted rate of growth. 

Hicks treats multiplier as a lagged relation, such that consumption in any 
given time period t is a function of income of the previous time period t— I, 
Ct=f(Yi- 1 ). In this he follows Robertson rather than Harrod who treats current 
consumption as a function of current income, i.e., Gm/lK). 

Hicks assumes the existence of both ioduced and autonomous investments. 
According to him, autonomous investment is not affected by changes in the 
level of output (income) and as such it is not a function of the changes in the 
level of output. It is, in other words, that part of the total net investment which 
is unrelated to the growth of the economy. Stating that autonomous investment 
does not depend on changes in the level of output. Hicks writes: “there can be 
little doubt that quite a large proportion of the net investment which goes on in 
normal conditions has been called forth, directly or indirectly, by past changes 
in the level of output, there is certainly some investment for which this effect is 
so small as to be insignificant. Public investment, investment which occurs in 
direct response to invention, and much of the ‘long range' investment (as Mr. 
Harrod calls it) which is only expected to pay for itself over a long period, all 
of these can be regarded as Autonomous Investment for our purposes’’. 35 

Induced investment depends on changes in the level of output and as such it 
might be regarded as a function of economy's rate of growth of output. The 

”For excellent critique of Hicks' theory see S S Alexander's article "Issues of Business 
Cycle Theory raised by Mr. Hicks” in American Economic Review, December 1951, pp. 86-88. 

3‘Hicks. A Contribution to the Theory of the Trade Cycle, p. 38. 

**Jbid., i 
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induced investment is central in his explanat.on of the cycle because the ope a 
tion of .he acceleration principle depends upon ... According » 
crease in the output from the period to the next causes a hump of - 
(induced investment) which then interacts through the mult.pl.er, Th.s .s the 

Hicksian accelerator. ... 

Like the multiplier. Hicks also uses the accelerator with a lag. i. e.. like the 
consumption, the induced investment too responds to output changes with a 
time lag. Thus a given rate of change in total output in a given time period 
will induce a given amount of additional investment in the next time period. 
Hicks further assumes a fixed ratio between the change in output and the change 
in induced investment, i.e., a fixed marginal capital-output ratio. Thus he builds 
his model upon the assumption of given linear consumption and investment 
demand functions throughout the different phases of the cycle. In other 
words, the numerical value of the multiplier and the accelerator does not 


change. 

While the theory has been worked out by assuming fixed values for the 
multiplier and accelerator, it is only the multiplier that remains operative 
throughout all the different phases of the cycle. The accelerator remains in¬ 
operative during the depression. During the expansion or upswing phase of the 
cycle accelerator and multiplier work hand-in-hand to make the expansion 
cumulative in nature. The increase in autonomous investment causes income 
and consumption expenditure to increase due to the working of the multiplier. 
This increase in consumption spending then induces an additional investment 
^outlay through the accelerator. While all this has been happening, autonomous 
investment continues steadily at a fixed ratio to total output. 

After the upper turning point has been reached, surplus capacity appears in 
the economy. Consequently investment falls and with each fall in investment 
due to the action of the multiplier, income and consumption spending fall 
further. There is asymmetry between the upswing that takes place after the 
lower turning point and the downswing which occurs after the upper turning 
point in one respect. While during the upswing increases in consumption induce 
increases in induced investment, during the downswing after some time the 
accelerator effect becomes inoperative because gross investment cannot fall be¬ 
low, zero and disinvestment cannot be larger than not to replace the equipment 
depreciated during the production process. Thus during the downswing the 
extent to which the fall in investment can be carried is not determined according 
to the accelerator relation (as it is determined during the upswing phase) but 
rather by the fact that disinvestment—fall in investment—cannot be greater 
than the amount of autonomous investment—replacement for depreciated 
plants—which is not made but is simply provided for by the excess plant capa¬ 
city which exists during the downswing In short, while the upswing is the result 
* of the combined action of the multiplier and the accelerator, the downswing is 
largely the product of the multiplier, with the accelerator remaining inoperative 
for the most part. 

We have by now a fair idea of Hicks’ explanation of the upswing and down¬ 
swing. But what is Hicks’ explanation of the upper and lower turning points. 
Acco rding to Hicks, the lower turning point is primarily the result of the work- 
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ing of the autonomous investment because during the downswing induced in¬ 
vestment is negative. During contraction there is some production, although 
at this time the economy is operating at below the existing production capacity. 
In other words, the total capital stock in the economy at this time is greater than 

what is needed to produce the total output demanded for consumption. How¬ 
ever. during the process of producing the goods the productive equipment wears 
out and to maintain the existing plant capacity intact the worn-out plant must 
be replaced. This is taken care of by the provision made out of the surplus plant 
capacity that exists in the economv. Thus, at the end of each time period the 
surplus plant capacity is less than what it was at the beginning of the period. A 
point is ultimately reached when there is no surplus plant capacity and to main¬ 
tain the productive capacity intact, worn-out equipment and depleted inventories 
must be replaced. The need to replace the worn-out equipment (autonomous 
investment) acts as a bulwark for the economy during the depression. Du.ing 
depression a stage is reached when the amount of disinvestment turns out to be 
less than the amount of autonomous investment (investment needed to replace 
capital depreciation), necessitating net investment expenditure This is here 
that the lower turning point is reached. Once there is increase in the net invest¬ 
ment. income and expenditure increase in a multiplier fashion to which is added 
the force of the accelerator. Cumulative expansion is now taken care of by the 
interaction of the multiplier and the accelerator. 

According to Hicks the analysis of the upper turning point is more difficult. 
Hicks adopts the concept of Harrodian natural rate of growth to explain the 
upper turning point. 36 According to Hicks, cycles have weak endings and strong 
endings Hicks calls the cycles with weak endings “free- cycles while those 
with strong endings "constrained" cycles. A free cycle with weak ending occurs 
when the combined act.on of the multiplier and the acceleration is not enough 
to take the economy to the production ceiling determined by 'he na ural atc 
of crowih For such a cycle, the upper turning point occurs. On the other 
hand a -constrained ' or strong cycle occurs when the strong combined act.on 
of the multiplier and the accelerator takes the economy up a ong the expansion 
' C .1 terminal limit determined by the production ceiling is reached and 

itstnk g further course of the expansion phase is subject to the cons- 

cycle-beta ceiling. Once the ceiling is reached the economy cannot 

cci,ing i,se,f is growing - Thcratca ; 
Which the ceiling can grow depends on the size of population; the state of 

technology, lhC is reached, the expanding force of the multiplier 

After the pro inadequate for the expansion to be continued any 

and the accelerator cco - Tcac hes an impasse when it hits the ceilings Any 
longer. The upwar m most that thc expansion path can do is to creep 

further rise being impossiDie 

. falc 0 r growth is that rale of growth which is allowed 

«According to Harrod. the na accumulation, the development of technology and 

by the increase in population, the capi terminology this is the production ceiling 

the work-leisure preference pattern, in 
beyond which the economy cannot expand. 
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along the production ceiling. But, as Hicks says, “this is not a thing which it 
is able to do, so long as it is operating under the pressures we are describing; or 
rather it cannot keep to this track for more than a very limited time. When the 
path has encountered the ceiling it must (after a little) bounce off from it, and 
begin to move in a downward direction’*. 37 

Hicks' theory of the cycle emphasises that in a capitalist economy character¬ 
ised by a large amount of durable equipment, contraction must inevitably follow 
expansion. Since output expands at a rate faster than the rate of growth of 
full employment output—this must necessarily be so, otherwise full employment 
would never be reached—the ceiling imposes a limit on the rate of output 
expansion. Since induced investment is a function of the change in the level cf 
output, the rate of change in the output having been slowed down, induced 
investment falls causing an absolute fall in the level of investment. 

Hicks theory also stresses that in the absence of technological progress, growth 
of population, increase in capital stock and other growth factors, the economy 
will be plunged in depression for a long period for two reasons. Firstly, in the 
absence of technological progress, autonomous investment may not rise over¬ 
time. Consequently, the increase in investment which is necessary to make the 
accelerator operative, will not take place for a considerable time until a point is 
reached where the equipment has worn-out to such a large extent that some 
replacement necessitating increase in investment becomes necessary. Secondly 
in the absence of technological progress replacement will be necessarily slow ai 
no help be available from obsolescence of the existing equipment. Only the 
weanng-out of the equipment during the production process will contribute to 
the replacement demand for investment. 


The main weakness of Hicks* theory is that it assumes both the multiplier 
and the accelerator as having fixed values-constant co-efficients-during differ¬ 
ent phases of the trade cycle. The constant multiplier is derived from the 
constant marginal propensity to consume. Recent studies have shown that the 
marginal propensity to consume is not constant in relation to cyclical changes 
in income, although permanent consumption is a stable function of permanent 
income. As Friedman has shown, there is no correlation between the transitory 
income and transitory consumption components of current or measured income 
and consumption. As the economy moves from one phase of the cycle to another 
the multiplier changes. Furthermore, during different phases of the cycle the 
distribution of income changes as result of which the marginal propensity to 
consume (and hence the multiplier) might rise or fall depending upon whether 
the redistribution of income has taken place in favour of the poorer or the richer 
sections of the community. 

Like the constant multiplier the fixed value given to the accelerator which is 
the most powerful tool in Hicks' theory is assailable. It is one thing to say that 
there exists a relationship between changes in income and consumer spending on 
the one hand, and the quantity of capital stock on the other and quite another 
to assert that this relationship is of fixed nature. The capital-output ratio need 
by no means rdmain constant over time. There are large differences in this ratio 
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as between the different sectors of the economy, and these different sectors do 
not expand at a uniform rate. Moreover, the gestation period for different types 
of capital goods is likely to be different. For instance, while a plan to expand 
inventories might be completed soon, the construction of a highway or a dam 
will require a long period of time to elapse before it is ready for use. While 
some upturns may be dominated by an initial expansion of durable goods indus¬ 
tries, in others agriculture or consumer goods industries might dominate. The 
expansion of output will invoke different investment responses and the assumed 
constant relation as used by Hicks is assailable. 

According to Kaldor, the real weakness of Hicks’ theory lies in the crude use 
of the acceleration principle. In this regard Kaldor observes: 

“It must necessarily assume that investment generated by a change of output 
is some co-efficient of the change of output that is independent of the absolute 
size of the change. In reality, however, the rate of expansion of firms is confined 
by their financial resources (quite independently of the behaviour of the market 
rates of interest), which means that they cannot take advantage of large invest¬ 
ment opportunities as quickly as of small ones-This is not because the 

financial resources of the firm may be adequate for the one but inadequate for 
the other. It is also because expectations are far less likely to be elastic with 
respect to large changes than small ones.” 

The discussion of the different theories of the trade cycle suggests that no 
single theory ofTers a complete explanation of this highly complex disease with 
which the modern economies periodically suffer. 

12. CONTROL OF THE TRADE CYCLE 


Cyclical fluctuations that disrupt the level of business activity are not beneficial 
to the community. While the upswiog might cause large windfall gains to the 
business community and the speculators, it hits hard the middle and working 
class people whose income is relatively fixed. The depression by spreading the 
rot of employment impoverishes the community. These alternating wave-like 
movements that some time cause the problem of slumps and at others of booms 
are not conducive to the prosperity of the community. It is in the interest of 
the community that sooner it was rid of such fluctuations, the happier it would 


be 

The problem of controlling the cycles boils down to the problem of ensuring 
economic stability in the system. The concept of economic stability, however, 
may have more than one meaning, and therefore it is essential to understand the 
exact nature of this concept. When we talk of stability, our concern is chiefly 
with the economy and not so much with the parts of it. Although it might be 
argued that the whole cannot be separated from the parts, still the problem of 
the individual sectors of the economy forms the subject matter of a different 
study namely, the microeconomic analysis. Thus io our concern for economic 
stability we are concerned with the stability of the aggregate economy. 

The next important question that must be answered is: What is it that is to be 
stabilised'’ In other words, what is the goal of economic stability? Stated 
briefly, this goal might consist in the achievement of the objectives of full employ- 
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ment and the avoidance of undesirable fluctuations in prices. To these two 
objectives there is now-a-days added the third objective of ensuring a sustainable 
rapid rate of growth. That all these there objectives form the core of economic 
stability is proved by the fact that in 1959, the the Joint Economic Committee 
of the U. S. Congress studied the best methods of achieving simultaneously “a 
high and stable level of employment, a high rate of growth in national output 
and productive capacity, and a high degree of stability in the general level of 
prices”. 

Having said so much for the objective of economic stability, each of these 
three objectives needs to be defined. Coming to full employment first, it does 
not mean that there will be zerp unemployment in the economy. It only means 
that involuntary unemployment should not exist in the economy. The fact that 
there might exist fractional and voluntary employment does not rule out 
the possibility of the simultaneous existence of full employment in this 
economy. 

The best definition of full employment was given by a Committee of the 
American Economic Association in 1950. According to the Committee, “Full 
employment means that qualified people who seek jobs at prevailing wage rates 
can find them in productive activities without considerable delay It means full 
time jobs for people who want to work full-time. It does not mean that people 
like housewives and students are under pressure to take jobs when they do not 
want jobs, or that workers are under pressure to put in undesired overtime. It 
„ not mean that unemployment is zero. M The Delegation on Economic 
Depressions of the League of nations in its report stated that full employment 
exists when “in so far as possible, no man and woman able and willing to work 
should be unable to obtain employment for periods of time longer than is needed 
to transfer from one occupation to another or, when necessary, to acquire new 
skill" ” The Employment Act of 1946 in U.S.A. defined full employment in 
more or less similar terms when it made it the obligation of the State to provide 
“useful employment opportunities, including self-employment, for those able 
willing and seeking to work”. In short, full employment will exist in the 
economy when all those willing and able to work can get useful work at going 
wage rates. 

Coming to the definition of price stability, we might quote the Committee of 
the American Economic Association according to which "price stability means 
the absence of any marked trend to sharp, short-term movements in the general 
level of prices." 40 The goal of prict stability should not mislead one to under¬ 
stand by it a policy of rigid prices. It means that while some degree of flexibility 
in the level of prices is permissible, wide fluctuations must be avoided. This also 
does not mean that there would be no scope for the individual prices to change 
according to the changes in the costs of production and consumer tastes. Price 


“Committee or the> Amerimn Economic Association "The Problem of Economic Instability - 
American Economic Review, Vol. 40, September, 1950, p. 506 X 

SHxaguc of Nations, Economic Stability In the Post-War World, Rcpoit of the Delegation 
on Economic Depressions (Geneva, 1945), p. 21. Delegation 
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stability means that the wholesale and retail prices would not be allowed to 
fluctuate beyond a certain pre-determined range. 

Economic stability has to be looked at from the short-run and long-run points 
of view. Purely from a short-run point of view the goal of economic stability is 
to avoid cyclical fluctuations in business activity. In the interest of overall 
stability, short-run stability, however, is not enough. There is also a need to 
control the long-run level around which the permissible fluctuations might occur. 
In seeking the cyclical stability both the secular stagnation and secular inflation 
have to be avoided. 


Coramg to economic stability which might ensure a high rate of growth of 
output, in the first place, an ideal or desirable rate of growth has to be stated 
after taking a careful look at the national needs and resources. There can be no 
single answer regarding what is an appropriate or desirable rate of growth which 
differs from country to country. For instance, while for a country like Japan 
an annual growth rate of 10 per cent might be modest, for India this high rate 
of growth is unthinkable in the near future. If the objective is to maintain full 
employment. then the growth rate would have to be linked to the rate at which 
labour force is increasing, the rate at which the technique of production is 
advancing and the rate at which capital accumulation is taking place. 

To allow for growth the economic stabilisation policy has to be flexible. It has 
to allow for fluctuations within the stabilisation band. Long-run growth is 
possible only when sufficient flexibility is allowed so that it is possible for some 
industries whose products are in greater demand to expand bidding resources^ 
away from less efficient ones or from those industries whose products no longer 
command ready sales in the market. In short, the policy of economic stability 
to allow for economic growth, has to be administered in a flexible manner. The 
policy has to leave the economy to itself so long as fluctuations do not excee 
the permissible limits. Only when the fluctuations show a tendency of crossing 
out the desirable range of fluctuations should the programme of economic sta¬ 
bilisation be enforced. , . 

In Fig. 42.2 it has been shown that as long as the fluctuations remain : n- 

fined within the limits provided by the stabilisation band, there 15 00 dng 
economic stability. Consequently, there is no need for the a minis a 1 ° 
economic stabilisation policy. It is only when the fluctuations -tabilisa- 

cross the limits set by the stabilisation band that a polrcy of economic stab.l.sa 

tion has to be enforced by the governments. hnriness 

One of .he mos, commonly advoca.ed measure for JS 

cycles consists in the use of monetary policy. The cen through 

instruments of control over the monetary and bank.ng sy*e*‘ SS 

appropriate changes in the bank r * t *' ^^tfsubte business wnditions 
moral suasion and direct control, etc.) to bring m onev and credit * 

in the economy. This implies co.«ol the quanU* 
which provides a vehicle for the rise and fall of bus Pxnans j on 0 f bank 

fluctuations cannot assume the violent form they do. Z 

credit makes available funds for involuntary savrng and °ver,nv«tmen^ .he 
expansion of durable goods industries and the rrse of pnees and profits. Mone 
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tary control means, therefore, that whenever there is a tendency for the over- 
expansion of business activity the central bank should apply the timely brakes of 




Time 


Fig. 42.2 


* bank rate or other methods of credit control to exercise check on the unwarrant¬ 
ed expansion of the business activity. 

As an instrument of economic policy, monetary policy was discredited during 
the thirties when the central banks could neither control expansion before 1929 
leading to the depression nor initiate recovery after the price crash in the 
commodity market. Until recently monetary policy to control business fluctu¬ 
ations had not been much in use. Since 1943, however, it has staged a come¬ 
back and has been increasingly used by many countries to combat inflationary 
pressures in the economy. In England, India, Germany, France and other 
countries central banks have raised their bank rates to check the inflationary 
trends with some success. 

Irving Fisher suggested a series of measures to achieve stabilisation of the 
business activity, all of which can be summarised under one name—price control. 
According to Fisher, it is the rise in prices with the consequent rise in profit 
margins which induces the business community to expand the scale of operations. 
But in fact, it is no solution at all since business expansion can, and does, take 
place even without there being any rise in the level of prices. Furthermore, if 
by price control we mean direct price control which is enforced during war it 
would be disliked by most people whose sincere support is a necessary pre¬ 
condition for the successful working of any scheme of price control. 

In America the price support policy has made its appearance as a practical 
policy resorted to by U. S. Administration to fight depressions which are chara¬ 
cteristic of the post-war period. Whenever prices fall below the minimum 
guaranteed prices, the Government comes to the rescue of the producers by 
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entering in the market as a single bulk purchaser of the commodities at statu¬ 
torily fixed prices. 

Three things are, however, essential for the success of any price support pro¬ 
gramme. Firstly, the government should have the necessary funds to purchase 
surplus produce at officially fixed prices. If the tendency towards falling prices 
is widespread the need for funds to buy and store commodities will be enormous. 
Secondly, the government should be able to find a market to sell the goods pur¬ 
chased as a result of implementing its price support policy. For this purpose 4 
either the local market* should be stimulated so as to lift the stocks or else the 
goods should be disposed off in some foreign country. Thirdly, the government 
should have efficient administrative machinery to tackle efficiently the various 
problems connected with the effective working of the price support programmes. 
Here the underdeveloped countries stand at great disadvantage. Neither the 
home market in the underdeveloped countries is wide enough to absorb the 
surplus goods nor are there adequate means to exploit the foreign markets at the 
disposal of an underdeveloped economy. An underdeveloped economy does not 
also have enough efficient administrators to manage the scheme. All govern¬ 
ments, therefore, cannot manage price support programmes successfully. Even 
the U. S. Administration with its vast financial and man-power resources 
has been able to limit the price support schemes to only agricultural 
commodities. 

If the depression is widespread and if the government is unable to dispose off 
the fast accumulating stocks, price support policy will fail without achieving any ^ 
substantial success. Besides, such a scheme does not correct the underlying 
causes of business depression. There is no redistribution of income to prevent 
underconsumption and no attempt is made to prevent investment from exceeding 
saving. The basic causes of maladjustments continue to exist in the economy. 
Even if the price support scheme is intelligently conceived and boldly executed, it 
can at best mitigate the severity of deflation, it cannot eliminate it. 

Unemployment insurance has been advocated by many in Europe and 
America as a measure to remedy the business fluctuations. The government 
should enforce a compulsory scheme of unemployment insurance for all the 
workers and the funds collected should be maintained by the government. This 
fund would increase in size in times of prosperity. As soon as the tendency to 
depression appears and unemployment increases, the government would release 
funds from the unemployment insurance fund to enable the workers to maintain 
themselves without depending upon government charity and at the same time 
would stimulate production by maintaining the demand for goods. t ough 
theoretically the scheme looks very attractive and sound, in practice, however, 
unemployment insurance schemes have been least successful of all social insu¬ 
rance schemes. <4 

Since 1930 the most popular and oft-practised method of controlling the busi¬ 
ness fluctuations b^s been the use of the instrument of fiscal policy. Keynes in 
England and Har. ,en in America have been the two prominent economists res¬ 
ponsible for making fiscal policy the most widely accepted method of bringing 
about stabilisation of the business activity. The fiscal policy of the government 
involving taxation, debt and expenditure has to be anti-cyclical in behaviour. 
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During slump the fiscal policy operations consist in carrying out certain public 
works programmes financed through deficit financing. Every government is ex¬ 
pected to keep ready a number of public works schemes such as the construction 
of roads, parks, dams, hospitals, schools, etc. to which it can resort to as soon as 
business activity sags in depression. As soon as depression appears, the govern¬ 
ment should start those schemes on massive scale which provide employment to 
the unemployed workers. These workers are provided with purchasing power 
which enables them to purchase consumer goods. In other words, the tendency 
for the prices to fall as result of fall in the demand for consumer goods would 
be arrested by providing purchasing power to the unemployed workers. When 
the economy has recovered and tendency to over-expansion appears public works 
programmes may be abandoned and government may resort to a policy of sur¬ 
plus budgeting. Thus, by spending more than its income in depression and less 
than its income in prosperity, the fiscal policy of the government aims to achieve 
economic stability in the system. The government raises the resources for in¬ 
creased expenditure during depression by issuing new money; by borrowing or 
by means of additional taxation, etc. The New Deal policy launched in U S.A. 
during late President Franklin Delano Roosevelt’s regime and the Blum Experi¬ 
ment of France were bold experiments which were made by the state during the 
great depression of the thirties, to achieve economic stability. 

Practical application of fiscal policy, however, raises certain fundamental 
problems. Firstly, increased public expenditure should be incurred in such a 
way that it should not adversely affect the expenditure in the private sector. If 
government demand for labour and raw material competes directly with the 
similar demand of the private sector the latter would suffer continuously and 
consequently to a large extent the desired purpose of government’s spending 
policy would be defeated. Iq short, as a result of the public works programme 
policy of the state the marginal efficiency in the private sector should not be 
adversely affected; it should rather be favourably affected. Hence, government 
spending should supplement and not supplant the private investment. It means 
that public works programmes undertaken by the state to fight depression should 
cover only those projects which do not compete with private investment activity, 
i.e. t the government should restrict its spending to only such projects which the 
private sector is not able to undertake either because these arc not lucrative or 
because these involve heavy outlay swell beyond the financial capacity of the 
private entrepreneurs. Projects of the first type are hospitals, slum clearance, 
etc. while those in the second category include railways and road construction, 
dams etc. 

Secondly, the revival of business activity as a result of government spending 
may be an artificial revival, so that there is every possibility of the occurrence of 
another collapse no sooner the prop of government spending is either curtailed 
or withdrawn. Thirdly, although government spending can be used to combat 
unemployment resulting from the deficiency of private spending but it is possi¬ 
ble to imagine cases where this combating influence may be neutralised by other 
factors acting in the opposite direction such as structural unemployment or 
wage-distortion unemployment. Fourthly, government spending may not be in the 
direction that will be likely to correct the maladjustments which caused recession. 
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Fifthly, public works programmes must not be regarded as affording a complete 
solution to the complex problem of depression but only as an expedient 
to be resorted to in grave emergency. Thus public work programmes must be 
carefully directed and must be tapered off gradually as private business activity 
revives. 

Another aspect of the fiscal policy that has gained popularity in recent years 
is the argument in favour of balancing the budget over the length of the cycle in 
place of the present practice of preparing budgets on the year-to-year basis. 
This is also known as the Swedish budget. Emphasising the importance of this 
type ot budget balancing for the economic stability the Sub-committee on 
Monetary, Credit and Fiscal Policies of the Joint Committee on Jhe Economic 

Report appointed by the U.S. Congress commented: “.a policy that will 

contribute to stability must produce a surplus of revenues over expenditures in 
periods of high prosperity with comparatively full employment and a surplus of 
expenditure over revenues in periods of deflation and abnormally high unemp¬ 
loyment.*’ Thus a budget that was balanced over the entire cycle period would 
ordinarily be unbalanced on year-to-year basis. The annual budgets would be 
surplus budgets during the upswing and there would be deficits in the annual 
budgets during the downswing phase of the cycle. The annual budget would 
be balanced only in the exceptional situation in which the economy showed no 
tendency cither toward expansion or contraction, /. e., when the economy was 
operating at full employment level. 

To sum up, there is no one fool-proof method to solve the difficult problem 
of business cycles. Karl Marx considered trade cycles inevitable in the capital¬ 
istic order and the rational course to adopt in Marx’s opinion was to overthrow 
the capitalistic system. It is sometimes argued that if we could make our present 
society ‘healthy* by evolving a good tax system, cordial labour-management 
relations, and a balance in the price structure the problem of business cycles 
could be solved. To think so is, however, like living in a fool's paradise. “The 
business cycle is an unruly behaviour characteristic of the modern economy. It 
will be no easy task to bring it under control, and it is not a pathological 
behaviour pattern. It is an inherent characteristic of a dynamic progressive 
society, which can only be understood by analysing the factors underlying the 
intermittent surges of investment activity. These will occur, more or less, even 
though the society is ’healthy* with respect to such structural arrangements as 
tax structure, wage-price balance, industrial relations etc/'** In recent years 
whenever recessionary trends have appeared, the monetary and fiscal polices 
have been used simultaneously by the government with a fair degree of success 

to control the cyclical fluctuations in the level of business activity. 
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THEORY OF GROWTH 

f 


'T'HE theory of economic growth has concerned the economists ever since the 
A days of Adam Smith. David Ricardo, John Stuart Mill, Thomas Robert 
Malthus, Karl Marx, Alfred Marshall, Joseph A. Schumpeter, J. M. Keynes, 
and others either made economic growth the central problem of their works or 
related their works to it. However, it has been only during the past two decades 
that economists have shown increasingly keen interest in developing the growth 
models. The United Nations celebrated the development decade to focus the 
attention of statesmen, economists and financiers of the developed countries 
toward the urgent need of accelerating the pace of growth in the underdeveloped 
regions of the world. Much of the present-day interest in the growth theory is 
centered around the problems of the underdeveloped areas—areas where per 
capita income is very low and has shown little or no tendency to rise over time. v 
In most cases the underdeveloped regions are characterised by institutions, 
customs, attitudes, motivations, education and skills which tend to inhibit econo¬ 
mic growth. 

Economic growth might be defined as sustained growth of full-employment 
real national product. First and foremost, growth should mean that an ever 
increasing quantity of goods and services is available to meet the economy's 
needs. In other words, to be meaningful growth should be accompained by an 
improvement in the economic welfare of the people of a country. This can be 
possible only if the rate of growth of output exceeds the rate of growth of popu¬ 
lation in the economy. 


1. SOURCES OF GROWTH 


Output or production is the result of economic activities performed by the 
factors of production. In other words, output is a function of inputs, the techni¬ 
cal relationship between the two being defined by the aggregate production func- 

• n The quantity of output which can be obtained from different possible 

Entities and proportions of inputs defines the production function. The two 
most important inputs are labour and capital. 1 Given the production function, 

. ....rat rrsnurces might be mentioned as another factor of production, it is. 

t Although n them w jth capital. Another question which arises with regard 

however, simpler relates to according a proper treatment to outlays incurred for 

to the concept a ^ and for developing human skills. Conceptually these should be 
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growth depends upon increases in the quantity of inputs. The production function 
can, however, shift upward as result of technological advances which take place 
over time. Technological progress can, therefore, be regarded as the third input 
along with labour and capital. Given the assumption of optimum utilisation of 
total available inputs within the framework of a given production function, eco¬ 
nomic growth is possible only through the growth of inputs and technological 
progress. In short, economic growth depends upon the growth of capital, the 
growth of labour, and technological progress. 

The problem of economic development, now given the more dignified name of 
growth, has indeed been the ubiquitous problem of all societies at all times. 
This was reflected in the fight-against-nature of the early 'jungle man' who 
attempted to overcome it by fashioning crude tools out of the locally available 
wood and other materials to increase his productivity to satisfy his felt needs in 
a large measure. The ancient Greek and Roman City States regarded slaves as 
necessary for the agricultural productivity on which depended the national eco¬ 
nomic prosperity and political power. The mercantilists too regarded economic 
development as a sin qua non for realising the goal of a powerful state. For this 
they regarded a purposive development of country’s trade and commerce; parti¬ 
cularly foreign trade, essential. A little later, for the realisation of the same 
goal the physiocrats reversed the mercantilist order of emphasis, giving top 
priority to the development of agriculture in their analytical system. Towards 
the close of the eighteenth century, impressed by the significant achievement of 
the Agricultural-Industrial Revolution, economists became largely interested in 
economic development. 

Adam Smith’s interest in growth is evident from the fact that the very title of 
his classic An Inquiry into the Nature and Causes of the Wealth of Nations suggests 
Smith’s interest in the long-run accumulation of wealth—an important aspect 
of growth. Division of labour or specialisation was of crucial importance in the 
growth of national wealth, which was essential for causing an improvement in 
national economic welfare. Beiog an optimist, Smith believed that specilisation 
would bring increasing returns to labour, and this would allow for a rising living 
standard for a growing population. David Ricardo and Thomas Robert Malthus, 
taking a pessimistic view, thought that due to the operation of the tendency to 
diminishing returns the per capita income would eventually fall to a ‘stationary 
state’ when further capital accumulation will stop and production will fail to 
rise. According to Marx, the capitalistic growth or development process by 
creating an Industrial Reserve Array’ of unemployed workers, which keeps on 
swelling as the system grows, will bring about the collapse of the system itself. 
Keynes and following him Alvin Hansen and others have advanced the ‘stag¬ 
nation thesis’, according to which the economy becomes so much surfeited with 
capital assets that the MEC of any potential new capital asset falls to zero, and 
consequently growth process having come to an end the economy begins to stag¬ 
nate at less than full employment level. 


treated as investment in human capital, and consequently as an addition to economy’s total 
capita] stock. 
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In recent years many economists have developed models relating to the 
problem of growth. The more well-known among these growth models are the 
ones developed by the English economist Sir Roy F. Harrod and the well-known 
American economist Evsey Doraar. We shall briefly discuss both these models 
in this chapter. In fact, there is so much similarity between these two analyses 
that the two models are frequently lumped together and are referred to as the 
‘Harrod-Domar* model of growth.. 

A basic principle which has been stressed by both Harrod and Domar in their 
models and which has been incorporated in all modern growth theory is that 
net investment has a dual effect in that on the one hand it constitutes a demand 
for output and on the other hand it also increases the total productive capacity 
of the economy. Thus, it has both the supply and demand effects. For example, 
the construction of a new railway line generates a demand for steel, teak-wood 
sleepers, steel rails, nuts and bolts, steel girders etc. and on completion the new 
railway line increases the economy’s productive capacity. The net investment 
in the system in any period has, therefore, a demand and a capacity effect. Net 
investment of any period adds to the aggregate demand of that period, and if 
net investment of any period equals that period’s net saving it has the effect of 
making the aggregate demand equal to the aggregate output or sunply for the 
period with the result that the actual output also tends to be the equilibrium 
output for that period. So far the argument in simply Keynesian in which the 
role of investment has been recognised only from the demand side. Keynes 
neglected the supply effect of investment. The fact is that one period’s net 
investment by increasing the productive capacity in that period increases next 
period’s potential output, making it necessary for the aggregate demand to 
increase in the next period if the expanded productive capacity in the economy 
is to be fully utilised. It, therefore, follows that if there is taking place net 
investment in the economy in each time period, the aggregate demand must keep 
nn rising in each subsequent period to enable the full utilisation of economy s 
expanding productive capacity. Both Harrod’s as well Us Domar’s theory 
assumes a fixed output-capital ratio, a rigid relationship between capital 
stock and output. We shall now first discuss Domar’s model and thereafter take 
Harrod’s model of growth. 

2. DOMAR’S GROWTH MODEL* 


/-• .he fact that consequent upon net investment the productive capacity of 
°u a rises the important issue to be decided relates to the rate at 
' b h Tthe aggregate demand in the economy must increase so that full employ- 
w , .v he assured. In other words, the question to be answered is: At what 
r,d aggregate demand grow to make full utilisation of the new capacity 

1 k,° ind thus maintain full employment in the economy? Domar builds his 

possible ana jon of a cons tant marginal propensity to save, a (alpha). 

m ° de constant marginal out-put-capital ratio o (sigma), i.e., a constant marginal 

F avs i n the Theory of Economic Growth (O.U.P., 1957), Essays III and 
aEvsey D. Domar,» / Expansion, Rate of Growth, and Employment”, and 

IV respectively 

..Expansion and Employ®'" 1 • 
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productivity of capital which shows the increase in output per unit of additional 
capital (AY/&Y). Although it is not necessary that the marginal output-capital 
ratio (AYI&K) would be the same as the average output-capital ratio (YIK), for 
simplicity it is assumed that these two ratios are identical, i. e. YlK= &YI&K. 
This ratio of output to capital which is designated by o is, to use Domar’s words, 
the “ potential social average productivity of investment’' 

According io Domar, a denotes the increase in the productive capacity of the 
whole society and not the productive capacity per rupee invested in the new 
plants taken by themselves, which is denoted by s. A difference between s and o 
shows a certain misdirection of investment, or—more important—that invest¬ 
ment takes place at too rapid a rate compared with the rate at which labour 
force grows and technology progresses. The maximum that c can attain is s. 
Furthermore, according to Domar, a should not be confused with the traditional 
marginal productivity of capital which is based on a ceteris paribus assumption 
regarding the quantity of other co-operating inputs and technology. On the 
other hand, its magnitude depends to a very great extent on the technological 
progress. It would, therefore, be more correct to say that o denotes the increase 
in economy’s productive capacity which accompanies rather than is caused by 
investment. Another characteristic of o is that it denotes the increase in poten¬ 
tial productive capacity of the economy, i.e., a high o shows that the economy is 
capable of increasing its output relatively rapidly. Whether or not this potential 
increase in the productive capacity of the economy actually results in a large 
income depends on the behaviour of expenditure. 3 

investment in Potential Output (A Yp)- The average productivity of capital, 
Y/K, is the reciprocal of the capital-output ratio, K/Y. The productivity of the 
increase in capital stock. A^or net investment will be A 17 A* which shows 
the increase in output resulting from an increase in capital stock. This is what 
Domar designates by s. Total productive capacity will not, however, increase 
by s times the increase in capital stock or net investment, by InS because the 
entire new capital docs not represent an addition to capacity: it is likely that the 
operation of new capital will take place, at least to some extent, at the expense 
of existing plant capacity with which the new capital will compete both for 
markets and for factors of production, mainly labour. It is, therefore, obvious 
that if as a result of new capital the output of the existing plants is curtailed, 
■ the productive capacity of the whole economy will not increase by I n s; it will 
actually increase by a smaller amount denoted by 7„o. 4 

With the net investment /„, which maintains income in the economy, there 
takes place an increase in the productive capacity, A Y p , which is equal to 
ho, i.e. t 

A>Wn<j ...(43.1) 

According to Domar, this “is the increase in output, which the economy can 
produce,” or “the supply side of our system.” 4 The full utilisation of this 
additional capacity and the maintenance of full employment in the economy 
requires that the aggregate demand must increase by an amount. Alp, which 

*E.D. Domar, Op. clt., p. 90. 

4 Ibid . 



638 Principles of Economics 


equals the increase in capacity output /„<*. If the aggregate demand will not 
increase, the extra capacity will not be utilised and as a consequence output and 
employment will fall. 

Required Increase in Aggregate Demand Tne increase in aggregate 

demand which is required to utilise fully the extra-productive capacity created by 
net investment can be expressed as 

£Ya= A/nX //a or a/»/* ...(43.2) 

which is net investment times the multiplier (a=MPS, and therefore //a is equal 
to over 1 /1 - MFC) Domar is careful to state that “an increase in national income 
is not a function of investment, but of the increment in investment. If invest¬ 
ment today, however large, is equal to that of yesterday, national income of today 
will be just equal and not any larger than that of a yesterday." 5 It is necessary 
that net investment in each successive time period should keep on increasing in 
order to make full utilisation of the net investment made in the immediately 
preceding time period. 

But why should the increase in net investment be necessary to cali-forth the 
increase in aggregate demand? The reason for this is that in the mode), both the 
government and foreign sectors have not been included and consumption has been 
made a function of income itself. These assumptions are indeed heroic, none 
of which can be made in reality and the elimination of which makes it vastly 
easier to attain the full-emplovment rate of growth of income. 

Equilibrium . The equilibrium rate of growth is that rate at which the in¬ 
crease in the aggregate demand equals the increase in the productive capacity of 
the economy. It can be expressed as 

A^p* ...(43.3) 

of a/„«A/»/« ...(43.4) 

Since c/n represents the increase in the productive capacity (the output-capital 
ratio or the productivity of capital times net investment), o/«- A >V Because 

A//a is the required increase in the aggregate demand (the increase in net in- 

vestment times'the multiplier), A/./«= 4>V Therefore »/.= A//«. The left- 
hand side of equations (43.3) and (43.4) shows the supply (potent.al), while the 
right-hand side of both these equations shows the demand (required). 

For full-employment to be maintained in the economy, the increase in the 
ial caDacity has to be equal to the required increase in demand. This 
P °veTus what Domar calls h.s -fundamental equation” and which is solved by 
SyS both sides by a and dividing both sides by /.: 

a/.-#- 


aa/it 


<^L>= A /„ 


(on multiplying by a) 


g Pin 

In 


Ain 

In 


(on dividing by In) 


Op. at., P *°. 
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A/n 

Jn 


ao 


...(43.5) 


The left-hand side of equation (43.5) shows the rate of growth of net investment. 
To keep the economy fully employed the rate of growth of net investment must 
be equal to (MPS times the output-capital ratio). This is the rate at which 
investment must grow to assure that potential capacity is fully utilised so that 
full employment through time may be attained. The rate of income growth 
must be same. This can be shown algebraically as follows: 

A Y a =oI n 

In equation (43.4) 

AY a =&Yp 

In equation (43.1) 

A Y v =al n 
Therefore a Y a =oI n 

Now I n =MPS(Y) 

if it is assumed that saving is invested. Y is also equal to Y . since income 

equals aggregate demand or aggregate expenditure. Therefore. Y can be written 
as / • 

Since /„-aT* substituting aT. for /* we get 
A n=a(ay.) 

A 

AT. 

To ...(43.6) 

It is obvious that net investment must increase bv a constant 

>-'!*■*“ '* 

investment m each t.me period should grow at a constant rate in afcolme term, 
in each succeedmg period it must be larger than in the nrevious , 

that the extra capacity resulting from previous period^ne, ^ves^en, ,, 3 
Full employment cannot be attained if investment increase lT . . 

absolute amount. It must increase at a constant ™t.Y d by constant 

absolute amount by which it is increased^in.^ d ^ ““ ns ,hat the 

means that it is not enough for the investment Th ' S further 

saving of today—it must ex^Jd .X^ savin v T" 0 : '° * eqU “ ‘° ,he 

output and income-mus, grow rapidly enough, oiher^ ex'ct %£?*£ 
limit the practical utility omem° 0 'dd. S ,hey . severe| y 

does not present a complete theory of growth becauTthe'^ °T?’ S model 
ment is left undetermined. Given the values of « and ?>, de ““ d for '“vest- 
how large that demand must be in successive tim^ri^r” 0 ^ 0nly Shows 
nue rising; i, does no, explain what the amount of 
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3. HARROD’S GROWTH MODEL* 


Before describing Harrod’s theory of economic growth it is worthwhile to make 
a few remarks concerning the ideas and goals which Harrod had in mind. 

1. Harrod discusses the following three different concepts of the rate of 
growth: 

(o) The actual rate of growth, which gives the increase in output attained 
during any time period. 

(b) The natural rate of growth, which is determined by the growth in econo¬ 
my’s labour force and technological improvements, and which may be called the 
full-employment rate of growth. 

(c) The warranted rate of growth, which is that rate which the entrepreneurs 
counted on and which, if realised, will be repeated by them. 

2. Harrod attempts to show how steady—equilibrium-growth may take 
place in the system. 

3. He also attempts to show that once this steady rate of growth is interrupted 
cumulative factors tend to perpetuate this divergence, and as a consequence 
the economy will experience either a secular stagnation or a secular 


exhilaration. 

4. Harrod's theory is based on the acceleration principle as an explanation 
for the level of investment and the additional investment needed to produce 
additional output (capital-output ratio makes it so). 

5. Included in Harrod’s warranted rate of growth there is an equilibrium rate 
of growth between (i) saving and investment, and (ii) total supply and total 
demand. Both these equilibrium rates are crucial to his theory. When realised 
investment exceeds or is less than planned investment warranted rate of growth 
is interrupted. 

6. Under warranted rate of growth, net investment equals the amount neces¬ 
sary to produce the increased output of the period. , 

7. Under the warranted rate of growth, first production decisions are made and 

then investment is made to satisfy these production decisions; in a tense produc¬ 
tion is assumed to create its own demand. . . . 

In short, in Hatred's dynamic system there are two points of crucial impor¬ 
tance Firstly, to avoid too much or too little in production income must rise 
at an ever-increasing rate. All the burden is placed on 
according to Harrod, saving intentions are always realised. S' condy . 
Harrod's model even a slight deviation from the warranted g£Wth i rate path 
tends to be "self-sustaining and possibly self-aggravating • djffi „ , 

Harrod's warranted rate of growth is a path which, tf once lost, is d.fficul 


regain. . 

Actual Rate of Growth. Harrod explains 
his “fundamental equation” as 

GC=s 


the actual rate of growth by using 

...(43.7) 


•R.F. Harrod. -An Essay in Dynamic ^ ^ ^ 

pp. 14-33; and Towards a Dynamic Economics. 1948. Lecture 3. 

7 WJ. Baumol, Economics (1959), pp. 38-39. 
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where G represents the rale of growth of income ( AY/Y), C represents the ratio 
of net investment to the change in income (/*/ AY) and s denotes the fraction of 
income saved (5/1'). Equation (43.7) can, therefore, be rewritten as: 


AH -5 
r x a? T 


> Cancelling out &Y, we obtain 



This means that, as should be expected, ex post saving (5) equals ex post invest¬ 
ment (I n ) in any period. With a constant C, a higher growth rate means that 
the growth of capital must be larger (to produce more goods), and that saving 
must have been higher since income is higher and/or since full employment is 
assumed. Also, with a given rate of growth, the higher C is the greater the 
growth of capital (and saving) must be. This occurs since more capital is re¬ 
quired per unit of output. 

Harrod's fundamental equation has been criticised for giving unduly great 
importance to the acceleration principle and neglecting autonomous investment. 
To counter this criticism Harrod added a k term to his fundamental equation 
modifying it thus: 

GC*=s—k 

yhcrc k is the proportion between autonomous investment and rent income* 
(/»/T). 

Warranted Rate of Growth. The concept of the warranted rate of growth is 
primarily related to the behaviour of entrepreneurs. It is that rate of growth "at 
which producers will be contended with what they are doing".* It is the •‘entre¬ 
preneurial equilibrium; it is the line of advance which, if achieved, will satisfy 
profit takers that they have done the right thing".’® A n entrepreneur wiU conti¬ 
nue producing (and buying inventories) at the same rate in this period as in the 
immediately preceding period only if he has succeeded in selling his goods 
Harrod has discussed it in tertns of aggregate business behaviour. The warrant 
ed rate of growth is the rate at which demand is high enough to enable the 
business community to sell the goods it has produced (and inventories has 
bought). When this happens the businessmen are happy and they will repeat 


“Harrod argues that “in the long run k must disappear, for in the long run all capital out- 
lay is justified by the use to wh,ch it is put", .hough "it may be very important to Lararn it 
out m the short period . (Towards a Dynamic Economics, p. 79.) ***** 

When k is thus specified, in its modified version the ••fundamental equation'* becomes 


A Y 


A Y 
In 


S 

Y 

S 

T 


A 

r 


- - - (cancelling out AT) 

where the terms In and In represent induced and autonomous investment Thi, 
S t* U p \f tMy m0te CMOnlC V " SiOD ° f ,he equilibrium conation 

inrL.’j — o*i 


9 Ibid., p. 81. 
ao JM, p. 87 
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the performance in the next period, i. e., businessmen will continue to produce 
at the same percentage rate of growth. Businessmen then decide to produce a 
certain quantity of goods and they make the necessary investment to enable 
them to produce these goods in the decided quantity. Thus there develops a 
sequence of production decisions, investment, and income creation for consu¬ 
mers If actual sales and investment correspond to what these have been 
planned, their warranted rate will have been achieved and the same percentage f 
rate of growth will take place in the next time period. If the warranted rate of 
growth is realised, then ex ante and ex post investment, and ex ante saving and 
investment are in equilibrium. If output grows enough so that investment equals 
savings, the warranted rate of growth will prevail. To put in Harrod’s words, 

“if the advance is to be maintained. ..the quantity of the addition to capital 

actually accruing must be what is needed *. n 

Harrod's equation for the warranted rate of growth is 

C*C,=s .-(43.8) 


The warranted rate of growth can be represented by &Y/Y. The terra C, in the 
equation is analogous to C in equation (43.7) except that C there is an expos, 
term while C, in equation (43.8) is an equilibrium term which gives the require¬ 
ment for new capital, or the required capital coefficient. It is the ratio of addi¬ 
tion to capital which is required to produce the additional output, f. e., 


&KI&Y=I,I&Y. 

It is therefore, a marginal concept and its value may be different from the valuT. 
of the capital-output ratio for the economy as a whole. Harrod, however, makes 
the assumption that the two ratios are the same and that the “P ,,a rat ' 

is therefore constant. For achieving an even rateofgrowth.he actual 
warranted rates of growth should be equal. I. GC-G£r s 

Here it is necessary to indicate certain characteristics of the two growth 

G=6; C= 8; C/ w =4; and C r -12: 

G>Gu 


therefore CV>C; 

Gx C =s 

1 I 

6x8 =48 
G* X Cr — S 

i : 

4 x 12 = 48. 


'‘ Ibid., p- 85. 



Theory of Growth 643 


Again actual rate of growth (G= 6) exceeds the warranted rate of growth 
(G„=4). In so far as the warranted rate of growth is a crucial factor in deter¬ 
mining the amount of the capital and inventories which arc produced, it is 
evident that if G>G* shortages must result. “There will be insufficient goods 

in the pipe-line and/or insufficient equipment-*' 12 Such a situation shows 

that planned investment is greater than realised investment and inventories have 
been exhausted. Consequently orders increase. This divergence of the actual 
warranted rates of growth creates an extremely unstable condition in a growing 
economy and forces of disequilibrium are at work causing “the system to depart 
further and further from the required line of advance’*. 13 The fact that ex ante 
invesment exceeded the ex post investment means that aggregate demand exceed¬ 
ed aggregate supply. There is not enough capital to supply this demand. 
Entrepreneurs attempt to meet this shortfall by raising investment. This increase 
in investment causes further increases in income and demand, leading to further 
increases in investment to meet the increased demand. As a consequence 
demand and income further increase and investment increases again (and so on) 
resulting in a cumulative departure away from the equilibrium rate of growth 
The only way in which this process can be short-circuited is by increasing 
the value of s (the average propensity to save). According to Harrod, it is 
not possible to vary this saving-income ratio significantly. Finally, since a 
large number of people are involved in the decisions which determine (7, the 
value of G will not automatically become equal to the value of G u . The opposite 
cumulative process of shrinking output employment and investment occurs when 

When G<G W , i.e. t when the actual rate of growth is less than the warranted 
rate of growth, then it follows from the equality of the actual and warranted 
growth rate equations that C>CV, the ratio of the actual net investment to 
the increment in income is greater than the ratio of net investment to output 
necessary to satisfy the equilibrium or warranted rate of growth. We can once 
again elaborate this point by means of a numerical example, setting 5=48; G= 4- 
G„= 6; C= 12; and C f =8. 

Gtc>G 

therefore C>C 

GxC =s 

\ \ 

4x 12=48 
(?*XC,=5 

I I 

6x 8 =48. 

This means that net investment was too high, or that ex post investment exceeded 
ex ante investment, or that total output produced was not sold. This means 
presence of excess capacity in the economy causing decline in investment and 

»*/*«., pp. 83-84. 

imkL, p. 86. 


or G<Gto 
or CV<C 
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income in the next time period. Again, once the economy leaves the path of 
warranted rate of growth as a result of too much realised investment it 
moves away and away from this path in a cumulative manner. Thus in 
Harrod’s model the equilibrium or warranted growth rate path is like a razor’s 

edge . 

Natural Rate of Growth. According to Harrod, natural rate of growth is 
“the rate of advance which the increase of population and technical improve¬ 
ments allow”. 14 The equation for the natural rate of growth is 

GnC,= or 


where G n represents the long-run maximum average rate of growth. Although 
G might exceed G n during the recovery from a recession, this will be 
temporary because of the limit set by population growth and technological 
progress. 

The relationship between the Gn and Gw is of great significance in determining 
whether the economy will move towards secular stagnation or secular exhilara¬ 
tion. If G>Gtc, the economy will move towards secular exhilaration and vice 
versa. According to Harrod, if Gw>G n , the economy will tend toward secular 
stagnation. This seems paradoxical because in such a situation it is natural to 
think that entrepreneurs would like to move forward at a higher rate than could 
be allowed by labour and productivity growth. When G»>G n , the G must on 
the average and over a period of time be less than Gw because the ceiling for G 
is set by Gn. When G„ lies above G„ investment goods which have been pro¬ 
duced remain unused because of a shortage of labour. The shortage of labour 
sets a limit to the rate at which output can increase. The rate of output-increase 
then is not equal to Gw, plants, therefore, remain idle and excess capacity results. 
Such a situation dampens investment incentives. The decline in investment, 
income and employment soon becomes cumulative leading to secular stagnation 
in the same fashion in which it occurs when G is below Gw- If G n exceeds Gw, 
the economy tends towards secular exhilaration. 

Although it is not necessary that G.-G., it would, however, be advantageous 
for society if (in which case G*=G» = G). If, however, Gw^>G n , steps 

can be taker, to reduce the rate of saving, raise tbe ievel of expend.ture and 
reduce the level of investment (which had become too high and redundant). If 
G ->Gir steps can be taken to step up the rate of saving. An .ncrease in saving 
will allow the warranted rate of growth to increase and release resources for use 

1,1 Harrod's'theory° has P been criticised on several grounds. As already staled 
. cumn-ion of fixed output-capital ratio and unduly great reliance on the 

Era-* limited the practical utility of ihe theory, 
jcceierau f v determine investment (and 

Furthermore. prod" „ P ™ aggregate demand. It is also doubtful 

fut'Sly b«a D use the warranted rate of growth has been real.sed entrepreneurs 

wdl automatically increase output by exactly the same percentage m the next 

period. 


'Ibid., p. 87. 
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NEOCLASSICAL WELFARE ECONOMICS 


A CCORD1NG to Professor Boulding, economics is an "abstraction from the 
A general melee of social phenomena based primarily on those magnitudes 
which are descriptive of the production, consumption and exchange of commodi¬ 
ties." 1 Economics is, therefore, primarily interested in commodities and not in 
men. It studies the basic question of how the different goods and services in 
the economy are produced, exchanged and consumed. It studies in an abstract 
manner the “economic universe" which consists of the quantities of the different 
goods and services produced, exchanged and consumed and also of the ratios of 
transformation of commodities and services from one into another through a 
system of costs and prices or through a system of pure economics or more 
commonly positive economics. 

Welfare economics, is not interested in “value" or price; its centre of interest 
is the study of the economic welfare of the community. The welfare economist 
is not interested in the question of what determines the quantities of the different 
goods and services produced, exchanged, distributed and consumed in the 
economy. He is interested in a more important question: “Between two indivi¬ 
duals A and B, who is richer or poorer, better or worse than the other as a 
result of a change in the quantities of the economic universe?" The welfare 
economist uses the concept of “welfare" or “utility" as a yardstick to measure 
people’s well-being. He asserts that aggregate economic welfare will increase 
when people become richer and that it will be the highest when the economy is 
the richest. Positive or price economics refers to the study and analysis of 
economic principles in a neutral manner, without being influenced by or mixed 
up with particular maxims and principles. Welfare economics, on the other 
hand, is that branch of economics which analyses economic policies and changes 
with a definite objective; whether or not these policies and changes arc conducive 
to the promotion of community welfare. Welfare economics is the analysis of 
the efficiency of an economy, with maximum social satisfaction or welfare as 
the yardstick. It formulates certain criteria or principles which it attempts to 
apply in determining the propriety or otherwise of the economic policies follow¬ 
ed by governments. In the words of Melvin Reder, “welfare economics is the 
branch of economic science that attempts to establish and apply criteria of 
propriety to economic policies".* 


^Kenneth E. Boulding, A Survey of Contemporary Economies, Vol. H, p. 3. 
*Melvin W. Reder, Studies in the Theory of Welfare Economics, p. 13. 
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The simplest way of distinguishing positive economics from welfare economics 
will be to say that positive economics refers to the analysis of principles of econo- 
mics , while welfare economics refers to the analysis of economic policies. But it 
is wrong to think that the two analyses have always been distinct and clearly 
distinguishable. In fact, welfare economics was associated with positive econo¬ 
mics, and what was more, economics was in its origin, and for the greater part 
of its history, has been welfare economics. As Melvin Reder rightly states, 
“until the latter part of the 19th century there was no distinction made between 
welfare and positive economics. Economic treatises combined advocacy with 
analysis in a quite uncritical manner; and very often the analysis was made 
subservient to the policies advocated.”* 

It was significant that Adam Smith called his famous book "An Enquiry into 
the Nature and Causes of the Wealth of Nations" and not simply Principles of 
Political Economy. It was only with the later classical writers that positive 
price economics began to grow up distinctly separate from welfare economics. 
Even here, the development of positive economics was only to establish, 
demonstrate and justify a maxim of policy, viz., economic freedom or laissez-faire. 
Since the time of Adam Smith, every writer used economic analysis to show the 
obvious necessity of economic freedom for the purpose of attaining maximum 
community economic welfare. It is only in the last 70 years or so that econo¬ 
mists have attempted to develop and popularise in an increasing manner a 
neutral and positive economic analysis as distinct from normative welfare maxims. 
It is, therefore, correct to assert that in origin as well as in development, 
positive economics and welfare economics went together. 

1. BRANCHES OF WELFARE ECONOMICS 

Welfare economics has been developed with three main objectives. Firstly, 
welfare economics was developed to give precise meaning and content to the 
concept of‘‘riches*’. Secondly, welfare economics was meant to set up certain 
“standards of judgment by which events and policies can be judged as econo¬ 
mically desirable” and to define an ‘economic optimum’ which is the best of all 
events and policies. For example, if there arc two alternative economic policies 
which a government can follow—say, free trade and protection—the one which 
increases the total riches and economic welfare of the community is judged 
better and economically more desirable. Lastly, welfare economics has aimed 
at developing certain propositions, which will be “scientific” and at the same 
time free of ethical judgments. 

Although welfare economics was combined with positive economics for a long 
time, economists have now systematised and developed welfare economics in 
such a way that the principles and maxims governing maximum welfare of the 
community arc clearly set down and the role of the state in community s econo¬ 
mic life is clearly indicated. Recent advances in the welfare economic analysis 
have been on three different lines, which we may call as three different branches 
of welfare economic analysis. 


*tbid. 
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In the first place, certain writers have made empirical case reviews of econo¬ 
mic policies. Every economic policy is reviewed and analysed. These writers 
consider the competitive individualist economy as the basis of their study and 
try to analyse economic policies of the government so as to prove whether the 
latter can intervene to regulate, replace or supplement the working of the free 
market. Marshall’s book entitled Industry and Trade and Pigou’s fomous book 
entitled The Economics of Welfare are two good examples of this line of welfare 
economic analysis. Other prominent writers who contributed to this branch 
or welfare economics were William Stanley Jevons, Henry Sidgwick, Knut 
Wicksell and Vilfredo Pareto. 

Secondly, we have the branch of welfare economics which demonstrates how 
maximum social satisfaction can be attained in the competitive economy based 
on free market forces and absence of state intervention. This branch of welfare 
economics attempts to prove on the basis of free market demand and supply 
conditions how there would be maximum production and rational alloction of 
scarce economic resources and how there would be maximum economic welfare. 
This branch of welfare economics was first clearly enunciated by Adam Smith. 
Smith was followed by the famons French economist J.B. Say and others. In 
this century this was clearly stated by Ludwig von Mises. The marginal utility 
theory was used by the socialist writers to prove that the transference of wealth 
from the relatively rich to the relatively poor, unaccompanied by adverse effects 
on production, would maximise economic welfare in the country. Pigou has 
explained this aspect of welfare economics admirably in his book The Economics 
of Welfare. 

nic third branch of welfare economic analysis is actually an offshoot of the 
second branch, in the sense that if the free competitive economy can result in 
maximum social welfare, where docs the socialist or collectivist economy stand? 
Writers like Ludwig von Mises, Max Weber, F.A. von Hayck and Lionel Robbins 
have tried to show that a socialist economy cannot bring about a rational distri¬ 
bution of economic resources because of the absence of freedom of choice for 
the consumers and cost calculation, or pricing of factors of production and 
hence cannot maximise total economic welfare. Oscar Lange, Fred M. Taylor, 
Maurice Dobb and others belong to the opposite camp. 

It is incorrect to suggest that early classical economists were not interested in 
the study of welfare economics. In fact, the early classical economists, from 
Adam Smith to John Stuart Mill were all concerned with welfare also. Their 
welfare analysis were, however, centered more upon the problems of capital 
accumulation and upon the process of economic expansion than upon the prob¬ 
lem of allocation of given resources to the effective production of outputs. 4 
In the writings of these economists, quantities of satisfaction were taken to be 
proportional to quantities of goods and consequently more production meant 
more aggregate satisfaction indicating higher economic welfare. The modem 
exception that “more is better than less” has its roots in this idea. From this 

4 Hla Myint's book Theories of Welfare Economics, contains an excellent discussion of this 

question. 
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point of view, welfare economics is as much concerned with the problems of 
economic growth as with the problems of increasing output by making the most 
efficient use of given inputs. 

2. NEOCLASSICAL WELFARE ECONOMICS: MARSHALL AND PIGOU 

Marshall studied the equilibrium conditions of a perfectly competitive economy 
to represent conditions of relative economic efficiency. Beside specifying ttys 
assumption that income must be above the subsistence level, Marshall also 
specifically assumed the distribution of income as given although he argued that 
this assumption might properly be made in the early stages of an analysis, pro¬ 
vided that it was not forgotten altogether and was relaxed later. Lastly, Marshall 
argued that in the case of those goods whose production was subject to decrea¬ 
sing long-run cost conditions as a result of improvement in industrial organisa¬ 
tion, total welfaie might be increased by subsidising such industries b> 
means of levying taxes on industries which produced goods under conditions 
of increasing long-run costs. 5 Thus, according to Marshall the argument that 
a position of long-run equilibrium of a perfectly competitive economy also 
represents a position of maximum economic welfare was subject to the above 

conditions. . . . 

Marshall’s argument that total welfare can be increased by subsidising the inaus- 

tries subject to decreasing long-run costs and by taxing those that were subject to 
increasing long-run costs is derived from the concept of consumer's surplus which 
Marshall defined as the difference between the amount of money (price) a cotu¬ 
rner actually paid for a given commodity and the amount of money (price) he was 
willing to pay for it. rather than go without it.* The aggregate consumer surplus 

is the sum total of individual con¬ 
sumers* surpluses. These individual 
consumers* surpluses arc added 
together by assuming that the utility 
income curves of all individuals are 
identical. 

In Fig. 44.1 DD is the aggregate 
consumer or market demand curve 
and SS is the long-run supply curve 
of a decreasing-cost industry. When 
the price is OP u the aggregate con¬ 
sumers’ surplus is measured by the 
area P\DA lying under the demand 
curve DD. The consumers* surplus 
is DP Z E when the price of the 
commodity is OPz. The increase 

surplus as a result of the fall in the price from OP x to OPz is repre¬ 
sented by the area PyP z EA and this is the critical area in Marshall’s analysis. 

,. lfr . H Marshall. Principles of Economics. 8th edition, pp. 471-73. 

TXi Marsha... «*. Boo. HI. Chap. V,. p. ,03. 
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In order to get an idea about the net increase in the total welfare in so far as 
it is represented by the net additional satisfaction that accrues to the consumers 
the cost of subsidy will have to be deducted from the area PiPzEA which 
represents the gain to the consumers resulting from the price fall from OPi 
to OP 2 . If the area P x P t EA is greater than the cost to the state which 
equals the area GP 2 EF( = EF x OX 2 ) there will be net gain to the consumers* 
<*tisfaction and giving subsidy to the industry will, be justified on welfare 
grounds. In the diagram, the area P x P t EA>GP 2 EF showing that the gam in 
consumers* surplus exceeds the cost to the state. Here, however, a word of 

warning is called for. . 

To finance the subsidy paid to the decreasing long-run cost industries the 
government must raise the tax money from some source. This being the case, it 
is necessary to consider the loss of consumers’ surplus resulting from the collec¬ 
tion of tax which will have to be levied to finance the subsidy. The cost to the 
state’ is a nebulous concept. What really matters is the cost to the taxed individuals 
which should be set or weighed against the gain to the subsidised individuals in 
order to justify a particular subsidy scheme. In short, the Marshallian analysis 
though useful as basis for identifying some of the issues involved docs not 
provide a policy to suit a specific case. 

Marshall’s analysis favouring subsidisation of decreasing cost industries gave 
rise in the late 1930*s to various discussions pointing to the desirability of pri¬ 
cing commodities at their marginal costs, particularly the public utilities since 
ii^hc public utility sector plants arc very large and average costs fall over a 
considerable range of output due to high fixed costs. 

The principle of marginal-cost pricing- the ideal 'price-and-output* theorem 
for perfect competition-needs to be qualified in several respects. As a result 
of external economies and diseconomies the marginal private benefit as expressed 
by the demand price will not always be the same as the marginal social benefit 
which is relevant to welfare economics. If the act of production is accompanied 
by the free disperson of gains in efficiency or in utility (due to external econo¬ 
mies) to recipients who arc external to buyer-seller relation evoking the activity, 
or if losses of efficiency or disutilities are inflicted upon others for which no 
compensation can be claimed, then in such situations marginal social benefit will 
be greater or smaller than the marginal private benefit. 

3. PIGOU AND MARGINAL SOCIAL COSTS AND BENEFITS 

Professor A.C. Pigou, a contemporary of Marshall in Marshall’s later years and 
a great English neoclassical economist recognised that there may be divergence 
between the marginal social costs and benefits and marginal private costs and 
benefits and this divergence was quite meaningful and important from the stand¬ 
point of welfare economics in evaluating the desirability or otherwise of any 
given economic policy. 

According to Pigou, marginal social benefit is the addition to national income 
resulting from the use of an additional unit of input and marginal private benefit 
is the addition to the firm’s total revenue resulting from the employment of an 
additional unit of input. In a way, marginal private benefit is the marginal 
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revenue product. MRP. Even under perfect competition, the marginal social 
benefit will not be identical to the value of the marginal product ( VMP) unless 
the price of the product is a measure of its ‘social benefit.' 7 Similarly, marginal 
social cost and marginal private cost can be defined. While the marginal social 
cost is the opportunity cost to the community of using a marginal amount of 
input in one way rather than in another, the marginal private cost is the cost to 
the firm of using a marginal quantity of an input. t 

Marginal social benefits and marginal private benefits diverge from one an¬ 
other as a result of cxteniol economics. Many examples of external economies can 
be cited here. For example, construction of a private park or building a house 
which beautifies the neighbourhood, street lighting by the private firms in factory 
areas which also benefits those dwelling in the vicinity of factory area for which 
no payment can be extracted from the neighbouring residents are examples of 
external economies. On the other hand, creating whistling noise nuisance by the 
factories for those living in the vicinity of such factories, emission of poison¬ 
ous smoke by the acid manufacturing plants causing health-hazard for the 
neighbours for which no compensation can be claimed, polluting the streams by 
factories which dump their wastes into them, or driving an unroadworthy truck 
3 .co examples of external diseconomies. 

According to Pigou, to the extent it is possible to measure the divergencies 
between the marginal social and private benefits and costs by the “measuring 
rod of money” these should be reckoned in determining total welfare of the 
community. There are. however, many divergencies which are difficult A o 
measure adequately. For example, it is extremely difficult to measure adequately 
in terms of money the harmful effects on health of smog, smoke, waste materials, 
and loss of sleep, apart from their effects on trees, clothing, and houses. It is 
equally difficult to measure in terras of money their effects on the fishes’ growth 
in the streams polluted by industrial wastes dumped into the streams and on the 
loss of recreational facilities. Traditional economic theory has not forged tools 
to deal with such problems In the absence of adequate analytical tools, there 
has developed a strong tendency to measure the marginal social cost merely by 
the marginal private cost and the marginal social benefit by the value of the 
marginal product which equals the marginal physical product multiplied by the 
price of the product. Consequently, the insights gained from Pigou’s 
analysis arc lost in actual practice and arc completely eliminated from consi¬ 
deration. 

Tautological statements, like the one that the government should undertake 
an economic activity only if the marginal social benefit resulting from the expen¬ 
diture exceeds its marginal social cost (as measured by the market price and 
private cost of production respectively—by the profitability of the activity to 
private firms) are faulty and lead to the unintended justifications of the status 
quo. To rely on such propositions is not to find a method of solving the prob¬ 
lems; it rather amounts to avoiding the issues. 


7 A.C. Pigou. The Economics of Welfare, Pari II. Chaps. II and VI. 
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PARETIAN OPTIMALITY & NEW WELFARE ECONOMICS 


W ELFARE economists have shown great interest in the study of the conditions 
under which a community's total economic welfare would be maximised. 
In this the work done by the famous Italian economist Vilfredo Pareto 1 marks 
a great turning point in the development of welfare economics. Before Pareto 
economists regarded the total welfare as merely the sum of the cardinally addi¬ 
tive utilities of all the individual households in the economy. This way of 
looking at the total economic welfare was the result of early classical writers 
assuming that all individuals had identical income-utility functions. Economic 
resources were, therefore, optimally distributed only when income distribution 
was perfectly equal. Economists before Pareto had evaded the problem of 
comparing different welfare optima associated with different income distributions 
because such a comparison involved the formidable problem of interpersonal 
comparisons of utilities. 


1. THE PARETO CRITERION 

The credit for breaking away from the traditional approach goes to Pareto not 
only because the cardinal utility and additive utility functions were unacceptable 
to him but also because he busied himself with developing the welfare conclu- 
sions free from interpersonal comparisons of utility. According to Pareto, total 
welfare is optimised when it is impossible to make anyone better off without 
makinE at least someone else worse off. In other words. Pareto’s optimum is 
mL, nosition by deviating from which it is not possible to increase anyone’s 
7 if.,, in the sense of moving him on to a more preferred position without 
WC fa nmeone else's welfare. In this connection Pareto observed : “We are 
HTdefine as a position of maximum ophelimity one where it is impossible to 
led to deb f any sort that the ophelimities of all the individuals, 

make a small changj,, ^ ^ a „ increased .- Loo ked at Ihis way , 

eXCeP onomic policy which improves the situation of some without making others 

MfiAR-1923) taught ai Lausanne. Switzerland. Along with his predecessor 
Wilfredo Pareto {i CRar( jed as the founder of the “Lausanne School". He did much to 
Leon Walras, Pareto is reg . q surfaces, production surfaces, and indifference maps, 
develop the concepts o co ^ gconomic theory from its domination by the subjective 
Pareto also did much tort ^ ^ ^ objective basis. Paretian equilibrium analysis implied that 
concept of utility and put 1 faction would be achieved under free competition and conse- 
highest degree of hum an sa i .. government coercion was objectionable. 

quenUy any kind of coercion, includ 
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worse off will be said to have increased the total welfare of the community. This 
is quite neat because he does not deal with ‘ambiguous’ changes in welfare— 
changes which, while improve the welfare of some members of the community 
impair the welfare of some others. There is no problem of interpersonal com¬ 
parisons of utilities involved in Pareto’s world because no one suffers while 
some one is made better off by the change. 

According to Pareto, any economic reorganisation augments the total welfare 
of the community if as result of the reorganisation some people in the commu¬ 
nity secure more preferred sets of goods and services while no one gets a set of 
goods and services to which he prefers the set of goods and services he was having 
before reorganisation. Thus, according to Pareto, consequent upon a given rise 
in my income, provided my neighbour’s income does not fall, tho total welfare 
will increase. 


Assumptions 

Pareto’s ophelimity (welfare) theory, which avoids cardinal measurements and 
interpersonal comparisons of individual opheliraities is based on the following 
four assumptions: 

(a) Ophelimity or welfare is a function of goods and services. 

(' b > Individual ophelimities are independent. /. *., my welfare, depending as it 
does upon the quantity of goods and services which are available to me, is not 
affected—favourably or adversely—by the quantity of goods and services available 
to others. In other words, the assumption is that so long as my economic 
position reflected in the quantity of goods and services is not adversely changed 
my welfare is not affected by the fact of more or less goods in the possession of 
ray neighbour. 

(c) Individual preferences are revealed in a market. 

(d) Individual preferences are given. 


Criticisms 

Although Paretian welfare theory avoids the pitfalls emerging from such 
economic reorganisations which land us into the difficulties of interpersonal 
comparisons of welfares, it is for this reason alone (although there are others 
also) that as a guide to practical policy implementation it is of little use for very 
few economic policy decisions cause improvement in the economic conditions of 
some members of thecommun.ty without worsening the condition of the others 

Pareto comes to our rescue only within the restricted zone or region which 

does not lie on the genera/ contract curve, whereas most of the time the govern¬ 
ment is fa “d with the problem of closing between the various Pareto optimum 
situauons which form the locus of the contract curve. Once Pareto optimum is 
£c d movements from that point involve considerations foreign to economics 
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deals simultaneously with the political, social, ethical, etc. as well as economic 
interests. 

The fact that there is no single unique social optimum welfare point but a 
number of optimum welfare points among which it is difficult to choose exclu¬ 
sively on the basis of economic efficiency can be illustrated with the help of the 
famous Edgeworth box diagram as shown in Fig. 45.1. We imagine two indivi¬ 
duals A and B (we may take them as representing two groups of people in the 
community or even two countries) who are in the possession of OkM (=ObM ) 
amount of good X and OaN (= ObN') amount of good Y . A's indifference curves 
are marked as IA, 2A t 3A, and so on while B's indifference curves with respect 
to the point of origin of the axes at Ob are marked as 12?, 22?, 3 B, and so on. 
So long as the marginal rate of substitution (MRS) of X for Y is not the same 
for A and B both would gain by further exchange. This happens when the in¬ 
difference curves of A and B are tangential. The line forming the locus of such 
tangency points between A's and B's indifference curves is called the contract 


cuvve or locus. 

Any point in the production or output surface circumscribed within the box 
diagram and not lying along the OaOb general contract curve is not a point or 
Pareto optimality. Thus L and K are not optimum welfare points. A movement 
from these points toward point F or point G on the locus of the contract curve is 

clearly desirable because while 
M* _ x b ■ Ob onC group of individuals (A or 

N 1B \\ / \ B ) is madc bcl!cr off ’ nolhing 
v 'a / [ adverse happens to the other . 

v b an<l c 011 ^ 11601 ^ totai 

social welfare is increased. 

V* Moreover, if A and B move to 

' any poinl P ' Which iS localed 
\ on the contract curve between 

points F and C, the welfare of 
jr \ l\ 2A , the groups is augmented. So 

X ■ ---- N far there is no fault in the ana- 

° 4 4 lysis and a change from point 

Fig. 45.1 L or K to point F or C or P or 

infract curve could at once be pronounced as one associated 
any point on the COD “ a But whal abou t a change from L to Q or from 

with larger community w • F to G etc.? Since these changes 

* to * or for ,h« matter from £ “ mparlsons of „Uli,y Paretian 

inV ,t V um welfare criterion does not consider these situations. .Pareto’s criterion 
optimum welfare of the distribution pattern in a community. 

Sistag tS Paretian optimum welfare criterion Professor Samuelson 


Ya 


""The most important a $ SJuf iTn^Tf 

upon the fwt 'ha^n °P jmu | |Q another are arbitrarily imposed, 

transfers of mcome tr absolutely no way of deciding 

- *• °, d - a 
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manifold infinity of values. Within Pareto's system it is impossible to decide, 
by his differential criterion or otherwise, which of the two points on what may 
be called the “general contract locus" are better, or even that a given movement 
off the contract locus and hence to a non-optional point is good or bad." 2 

Furthermore, Pareto assumes that the individual’s welfare is not in any way 
influenced by the fact that his neighbour’s income has increased. In other words, 
the assumption made is that ones welfare is entirely a function of the basket of 
goods and services he possesses. This assumption is, however, open to serious 
objection. One does not want merely to become rich but richer. In other 
words, my welfare does not depend only on my total collection of goods 
and services but also upon the fact of more or less of the goods and services 
possessed by my neighbour. People, constituted as they are, are jealous 
of others' income and wealth and an increase in others’ incomes makes them 
unhappy even if their income has not diminished. People feel unhappy even 
when their incomes—and hence the bundle of goods and services—increases less 


compared to their neighbours incomes. Thus individual ophelimitics are not 
independent of other peoples’ ophelimitics in the community. Individual ophe- 
limity, apart from being a function of the total amount of goods and services 
possessed by the individual, is also affected, sometimes significantly, by the total 
amount of goods and services possessed by others in the society, i.e. t by the ophe- 
limity of others. Who can deny that an individual university lecturer will feel 
unhappy if the salary of his other colleagues was raised even though his salary 
is not reduced? Apart from his absolute economic position, the position which 
one occupies in the economic world in relation to the other members of the 
community affect his wellbeing signiGcantly. 

Since in the real world most economic policy changes involve simultaneously 
the impairment in the welfare of same people while causing improvement in the 
welfare of others it is comparison between such changes which is significant for 
purposes of social welfare criterion. To overcome the difficulty arising from the 
necessity of comparing utility or welfare of different persons or different groups 
of persons affected by the change introduced by some economic measure, the 
principle of compensating payment was introduced. E. Barone, a Russian econo¬ 
mist, was the first to point out this notion in 1908 in his famous article on The 
Ministry of Production in the Collect Hist State, which remained unknown to the 
English-knowing world until 1935. According to Barone, all real changes in in¬ 
dividual welfare coult be reckoned in terms of money payments and a change 
imolving loss of satisfaction to some and gain of satisfaction to others could be 
declared as a unanimous improvement in total welfare if those who gain by the 
change after compensating the losers for their losses so that they are willing to 
accept the change, feel better off; in other words, after making the payment of 


»P. A. Samuclson, Found.,Ion, of Economic Anal,,!, (1947), p. 214 
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2. THE KALDOR-HICKS CRITERION* 


Kaldor and Hicks in their well-known articles 4 published in the Economic 
Journal in 1939 further elaborated the principle of compensation. If by a given 
economic change the welfare of some people in the community is increased while 
that of some others is decreased it is necessary to see if by redistributing the in¬ 
come—transfering income from those who have gained to those who have lost 
from the change it is possible to compensate the losers. If it is possible to do 
so, then the change is said to bring about an improvement in community's total 
welfare. This is the core of the New Welfare Economics. According to the 
Kaldor-Hicks criterion, any change which makes some people better off and 
some others worse off increases community’s economic welfare if by redistribut¬ 
ing the income it is possible to compensate adequately the losers by the change 
so that they are willing to accept the change while the gainers still feel better off. 
The Kaldor-Hicks criterion amounts to only this: If, as a consequence of any 
given economic change, goods and services are so made available and distributed 
that either every one in the economic system feel better off than before or 
some feel better off while others feel no worse off than before, then the change 
can be regarded as ensuring greater aggregate economic welfare. Actual redistri¬ 
bution of income, /. e., actual payment of compensation is not, however, envisa¬ 
ged, because that involves an ethical issue; it is enough if the change causes 
conditions to prevail whereby redistribution of income is possible. 

In those situations where, as result of a given change one group of people, sayu- 
A, gains while another group, say B, loses the economist, according to Kaldor, 
could favour the change if the gainers after making compensation to the losers 

feel better off. For this we ask A 
who gains by the change, how much 
maximum amount he would pay 
rather than forgo the change from 
position C to position D in Fig.45.2. 
Suppose that this amount is A/a. 
Similarly, we ask B how much he 
is willing to pay to prevent the 
change which injures him. Suppose 
that this amount is Mb. If Ma is 
greater than Mb then according to 
the Kaldor-Hicks criterion the change 
is clearly desirable because it indi- 
432 cates a net gaia since A s money- 

gain outweighs 6 s money-loss. I. should, however, no, be forgotten that m the ^ 
sit is known as Kaldor-Hicks Criterion for the reason .ha, Kaldor ™ supposed for his 



V Bo ih ,he articles appeared in the 


views by Hicks. 

s articles appeared in tne UtUUy", Economic Journal, Vol. 

Proposition in E cono^«“d *mer^rsoM .? Foundations of Welfare Economics'*. 
XLIX (1939). pp. 549-52 and Hicm i anicic 
Economic Journal, XLIX (December 1939). pp. 696-712. 
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Kaldor-Hicks Criterion actual compensation is not paid. It is enough if those 
who gain from the change are potentially able to compensate those who lose from 
the change. Thus according to the Kaldor-Hicks criterion, a given change is an 
improvement if the evaluation of the gainers exceeds that of the losers. 

To illustrate this diagrammatically we draw the utility possibility curve PP' 
for the two individuals A and B as shown in Fig. 45.2. This curve can be drawn 
by assigning coefficients to the indifference curves of A and B as in Fig. 45.1. 
Pareto dealt only with such unambiguous changes which involved a movement 
from C to E, F, G or H where the increase in the welfare of A or B does not 
take place at the expense of the welfare of the other. In fact, a movement from 
CtoGorH improves the welfare of both A and B. However, where an econo¬ 
mic change involves the movement from position C to D Pareto shows his help¬ 
lessness. According to Kaldor-Hicks criterion, however, a move from C to D is an 
improvement because it is possible through a redistribution of wealth to attain 
points F, G and E which lie above and to the right of point C. Judged from 
this criterion any move from a point C to D is an improvement if and only if 
A is situated below the utility possibility curve PP' on A and B's utility 
surface. 


3. THE SCITOVSKY DOUBLE CRITERION* 

The Kaldor-Hicks social welfare criterion has been subjected to two criticisms. 
Firstly, it confuses the potential increase in social welfare with the actual in¬ 
crease in social welfare. The second criticism against the Kaldor-Hicks compen¬ 
sation criterion has been offered by Tibor Scitovsky. 

According to Scitovsky, in order to decide that a given change will increase 
the general welfare, it is not enough to know if the income redistribution can take 
place after the change so as to make everyone feel better off or to make some 
feel better off without making others feel worse off in the new situation; it should 
also be known that no improvement in social welfare is possible before the change 
through simply redistributing the income because if this condition is not satis¬ 
fied then it cannot be said for certain that the change will bring about a decided 
improvement in the general welfare. According to Scitovsky’s argument, it is 
conceivable to come across a situation in which not only those who gain by the 
change could compensate the sufferers from the change but also those who 
would suffer from the change could offer payment or bribe to those who would 
gain from the change not to press for the change. In such a situation it is not 
possible to declare the change as causing an improvement in the general welfare 
following the Kaldor-Hicks criterion. To take an illustration, suppose 
the change consists of the abolition of zamindari system as result of which 
the tenant farmers stand to gain while the landlords will suffer. The benefi¬ 
ciaries can afford to compensate those who suffered by the change after it was 
made. In this very <ase it is, however, possible for the landlords who would 
suffer from the change not to press to bribe the tenant farmers and favour 
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the stains quo. There is improvement in the general welfare on both counts 
according to the Kaldor-Hicks criterion. In the one case income redistribution 
is preceded by change in the land tenure system while in the other case there is 
simply redistribution of income in favour of the tenant farmers. This produces 
the contradiction that the abolition of zamindari land tenure system is inefficient 
if we take the original distribution of income but efficient when a different dis¬ 
tribution of income is taken. The contradiction would be absent only if zamin¬ 
dari abolition were a movement towards a utopian new state in which everyone 
without exception felt better off. Since normal changes in ihe real world involve 
losses to some people, the double criterion must be satisfied before a verdict 
favouring a given change on grounds of general welfare could be pronounced. 
The Kaldor-Hicks welfare criterion is defective in as much as it compares the ' 
position after income redistribution in the one case with the original income dis¬ 
tribution position in the other case. According to Scitovsky, an improvement 
in welfare is ‘‘one which for every possible distribution of income before the 
change makes everyone better off after the change, even when compensation 
necessary to return to the original income distribution is actually paid.*’ Thus 
we cannot legitimately compare situations with different distributions of income 
since these involve the weighing of individual utilities To decide whether or 
not a given change will improve the general welfare, we should compare the two 
situations—situation before the change and situation after the change—after 
allowing for the best possible income redistribution before the change and then 
find out if in the new situation everyone (except those who are not worse off) is 
made better off. If everyone is made better off in the new situation, then the 


change is desirable from the social welfare standpoint. 

It can be shown diagraramatically how, according to Scitovsky, the 
Kaldor-Hicks criterion is not sufficient to enable the economist to pass judgment 
that a given change is an improvement over the initial position. For this pur- 
Y pose Fig. 45.2 may be reproduced 

here and to this may be added an- 
5 other utility possibility curve passing 

\ through point C as in Fig. 45.3. 

p According to the Kaldor-Hicks cri- 

£ on£ terion, a change from C to D is an 

5 improvement because C lies below 

v* V\G pp ' utility possibility curve or fron- 

tier. Scitovsky’s contention, how* 
C \ ever, is that before the change from 

\ point C to point D could be called 

0 *-j 7 p 7 " an improvement let us also apply 

B's utility the reverse test, /. e. t treating point 

Fj 45 3 D as the original position let us see 

if a move to point C cannot also be called an improvement. **£*•%? 

that since point C is located on the utility possibility curve SS one can attai 

. K M or L which lie to the right and or above point D and hence repre- 
ovement. To overcome this ambiguity Scitovsky prescribes a stricter 
test involving the following double condition: 
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{a) Apply the Kaldor-Hicks criterion to verify that a movement from the 
initial position to new position is an improvement. 

(b) Apply the same criterion to verify that the reverse movement from the 
new position to the initial position is not an improvement. Judged by this 
double criterion, if and only if the movement satisfies the double test it is an 
improvement according to Scitovsky. 

The double criterion for social welfare suggested by Scitovsky is suggestive of 
the index number criterion applied to evaluate and compare social income 
between the two time periods when prices have altered. In order to show that 
the real income has improved in time period 2 as compared with time period 1 
it is not enough to show that Zp t q%>Y.piq\ because both price and quantities 
might have undergone change. Social income (output) will have increased only 
if a double criterion is met; the value of the total output should increase only if 
a double fact whether time period 1 or time period 2 prices are used as weights, 
i.e. t Xpi< 72 >£pi<?i and 2 p 2 < 72 >£p 2 ^i- 

When the double criterion for an index number is met, then it can be declared 
that real income (output) has increased. This, however, does not necessarily 
mean that social welfare has increased. Unless the output of all goods increases 
in equal proportions, prices will change in different proportions causing a change 
in the expenditure pattern of the people in the economy. In other words, this 
will cause change in the income distribution. Thus for the double criterion 
to be satisfied for an increase in the total welfare, it should be assumed that 
the general welfare is not a function of the change in the distribution of income. 

Professor Baumol has, however, criticised both the Kaldor-Hicks and the 
Scitovsky criteria. He says: “In My view, both the Kaldor and the Scitovsky 
tests operate on the basis of an implicit and unacceptable value judgment. By 
using a criterion involving potential money compensation, they set up a concealed 
interpersonal comparison on a money basis. A's gain is worth $200 to him 
whereas B evaluates his loss at $70, we are not entitled to jump to the conclu¬ 
sion that there is a net gain in the move from C to D. If A is a poor man or 
a miser, $70 may mean a great deal to him, whereas if B is a rich man or a 
profligate, the $200 may represent a trifle hardly worth his notice. Thus, unless 
A is actually compensated for his loss (in which case the Kaldor criterion is 
unnecessary and the Pareto criterion can do the job) the change from C to D 
may represent a major loss to B and a trivial gain to A ven if it passes the 
Kaldor criterion with flying colours. 

The Kaldor and Scitovsky criteria have thus ducked the basic problem—the 
interpersonal comparison required to evaluate a policy change which harms B 
and aids A. They duck it by saying implicitly that the economists recommenda¬ 
tion should be based on B's and A's relative willingness and ability to pay for 
what they want. They accept the status quo distribution of income as a measure 
of the relative strength of feeling of the two individuals.*’ 4 

It is worth mentioning in passing that the Kaldor and Scitovsky compensation 
criteria must also assume with Marshall that the incomes of those who stand to 
lose by the change are above the subsistence level because if this wore not so 

* William J. Baumol, Economic Theory and Operations Analysis (1963), p. 270. 
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any loss of lives would presumably be infinitely great although no one except 
Marshall has explicitly mentioned this assumption. 7 This assumption in itself 
involves some kind of value judgment. 

Furthermore, the issue whether or not compensation would actually have to 
be paid by the gainers to the losers is vital for pronouncing the desirability or 
otherwise of any given change. Most compensation tests do not contemplate 
actual indemnification of the losers on the part of the gainers from reorganisa¬ 
tion. Professor Melvin Reder has stated that the fear of uncompensated losses 
may be so great before a proposed economic change takes place that, viewed 
before its occurrence, the change would not meet the tests proposed; while after 
a change has taken place, the losses which the losers think have been suffered by 
them may turn out to be much less than what they had feared, and consequently 
viewed after the event , the change would pass the test. 

4. THE BERGSON CRITERION* 


We have noted that the Kaldor-Hicks and Scitovsky compensation tests are 
devoid of practical significance because they are not operationally feasible apart 
from their logical deficiences. Thus many economists have supported Profess 
Bergson in holding that a social welfare function must be specified by methods 
other than those of economic analysis. After having thus constructed the welfare 
function the techniques of maximisation of price of theory could be ^cd to make 
meaningful objective statements regarding economic welfare. * tis ’ ther * ' 
recognised that someone has to make value judgments. Bergson has demonstra 
ted the validity of his above proposition by using sophttticated mathematics. 
Bergson has been criticised by Professor Kenneth Arrow who has argued1 out 

that a social welfare function made by a majority vote, as is often the case m 

the parliamentary form of government, could not truly represent the: true 
of a community. According to Arrow such a procedure may P roduc * “ ‘" 
tional result.’ His argument can be illustrated with the help of the following 

lablc: 


Possible Individual Preferences 


_ 



Individual Preferences 


Alternatives 

A 

B 

C 

1 

First 

Third 

Second 

Second 

First 

Third 

*• 

3 

Third 

Second 

First 


Professor Arrow assumes that the three 
mutually exclusive alternatives 1, 2 and 3 in 


individuals A, B, and C prefer 
order shown in the table. According 


:r 
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to the table, individuals A and C prefer alternative I to alternative 2, individuals 
A and B prefer alternative 2 to alternative 3, and individuals B and C prefer 
alternative 3 to alternative 1. A majority thus prefers alternative 1 to alternative 
2. and alternative 2 to alternative 3, but a majority also prefers alternative 3 to 
alternative 1. According to Professor Arrow such an outcome is clearly 
‘irrational' and makes it impossible to pass from individual preferences to group 
decisions by the voting procedure suggested by the table. 

Some economists have criticised Arrow’s argument on the technical ground 
that his assumptions are unrealistic. 10 Some others have pointed out that the 
order in which votes are taken on mutually exclusive alternatives (one at a time) 
may affect the outcome. 

The order in which the alternatives in the table are put to vote will, in fact, 
affect the result, assuming that each individual casts either a positive or negative 
vote on each alternative proposal as it is put to vote. If alternative 1 is put to 
vote first, A would support it as it is his first choice. But both B and C are 
likely to oppose it if they know that the other two alternative proposals which 
they favour are also to be put to vote and if B knows that A's second choice is 
alternative 2. If alternative 2 is put to vote next, B will support it since it is 
his first choice. Presumably A will also support alternative 2 because his first 
choice having been defeated it is the next best alternative for him. Consequently, 
alternative 2 would be voted as the majority decision. Even if alternative 3 
instead of alternative 2 were to be put for voting next ia order after alternative 
1 was defeated, since it is ^*s third choice and B's second choice, both would 
presumably vote against it if they knew that by so doing alternative 2 would be 
adopted. 

But if alternative 2 was put to vote first, only B would support it and it would 
be defeated for similar reasons for which alternative l was defeated. In this case 
alternative 3 would be passed by majority voting. On the other hand if alterna¬ 
tive 3 was the first to be put to vote it would be defeated for similar reasons and 
alternative 1 would be the majority decision. Under these circumstances, it is 
difficult to say which one of the three alternatives will be considered as the deci¬ 
sion of the majority. The outcome will depend upon the order in which each 
alternative is put to voting. 

Economists have, therefore, taken the line that it lies outside the domain of 
economists to specify the social welfare function and it is still desirable to adopt 
the Bergson, ‘criterion’ of reference to an unspecified social welfare function 
(leaving it to be determined somehow) and then to argue that given such a func¬ 
tion the techniques of price theory can be fruitfully used to determine the condi¬ 
tions which are necessary for maximising social welfare. It is maintained that 
this approach is consistent with the view that price theory is a positive science. 
This approach, however, prevents an economist from making any public policy 
recommendations that are inconsistent with the assumed and unspecified social 
welfare function. Moreover, as pointed out by Gunnar Myrdal, this approach 
ignores the fact that the social welfare function and the economic policies which 

18 Qifford Hildreth, ••Alternative Conditions for Social Orderings," EconometrJca Vol 

XXI (January, 1953). pp. 81-91. onometnea, Vol. 
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are being implemented may interact. Myrdal has rejected the view that social 
policy can be judged from a purely economic point of view. According to him, 
the real problem was to discover the conflicting social interests while “taking 
account of all the institutional changes which are feasible under political 

pressure.’* ...... 

According to Bauraol. while the Bergson criterion “provides us with a highly 
useful frame of reference, unfortunately it does not come equipped with a kit 
and a set of instruction for collecting the welfare judgments which it requires. 
Thus, it still leaves us with the difficult part of the job unsolved. At any rate, 
it is not advisable to approach the problem as one noted economist is supposed 
to have done by confronting the chief executive of a large underdeveloped 
country and saying to him. “Please describe your social welfare function to 
me.** 11 


5. MARIGNAL CONDITIONS OF MAXIMUM WELFARE 

Professor Hicks, Hotelling, Lerner, Lange and many others have formulated 
the marginal conditions of maximum welfare which is obtained when a commu¬ 
nity's resources are so utilised that it is impossible to make any person better 
off (put on a higher indifference curve). These conditions have been developed 
in the following assumptions: 

(а) every individual attempts to maximise his total satisfaction; 

(б) every individual spends his money income in such a way that the marginal 
utility of money from every item of purchase is equal; 

(c) every firm attempts to maximise its profit and minimise its costs; 

(d) every firm uses a factor unit to the extent where the marginal value 
product of the factor unit is equal to the factor cost for the firm; 

(e) every factor unit is perfectly mobile between different industries. 

The community will maximise its welfare if the following marginal conditions 
are realised. These marginal conditions are also known as optimal conditions. 

firstly , products should be exchanged between consumers in such a way that 
no consumer can be better off without making someone else worse off. If this 

was not possible, then maximum welfare could be increased by changing the 

allocation of products between consumers. The marginal condition of maximum 
welfare is: The marginal rate of substitution between any two products must be 
the same for every individual who consumes both the products. 

Secondly, if welfare is to be maximised, then factors of production will have 
to be allocated in the optimal manner. Maximum welfare will be reached only 
when it is not possible for any one firm to produce more of a product with the 
same amount of factors. The marginal condition of maximum welfare is. T 
marginal rate of transformation between any two products must be the same jor 
all firms which produce both the goods 

Thirdly welfare of the community will be maximised only if the most efficient 
method of production is adopted, i. e., every factor should be employed in such 
TwJy that the output from that factor is the same for all the firms usmg that 

nWilliam J. Baumol, op. cit., p. 27. 
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factor and producing that product. If the output of a factor is more in one 
firm than in another, total welfare will not be maximised. The marginal condi¬ 
tion of maximum welfare is: The marginal rate of transformation of a factor into 
a product should be the same for all the firms using that factor and producing that 
product. 

Fourthly, if the welfare of the community is to be maximised, every factor of 
production should be utilised to the maximum capacity. If a factor of produc¬ 
tion is not fully utilised in any line of production, output will not be maximum 
and, therefore, welfare will not be maximum. This condition will apply to all 
the factors of production. The optimum allocation of resources will be achieved 
only when the marginal technical rate of substitution between any two factors 
will be the same for all the firms using the factors. The marginal condition of 
maximum welfare is: The marginal technical rate of substitution between any 
two factors should be the same for all the firms using these two factors. 

Hicks treats the above three conditions as one condition, since all of them 
refer to the optimum allocation of resources to maximise output. 

Fifthly, maximum welfare will be achieved only when the different goods and 
services produced are distributed among the consumers in the best possible 
manner. If this is not done the goods and services produced may not be distribu¬ 
ted in the optimal manner. This implies that the marginal rate of substitution 
between any two goods for any consumer should be the same as the marginal 
rate of transformation between the two products for any firm. The first part 
of the above statement implies maximum satisfaction from any two commodities 
which consumers secure. The second part of the statement implies minimum 
cost of production for any two products. In other words, the marginal utility 
of a good consumed must be equal to the marginal cost of production for that 


good. Only in this way. goods produced will be distributed in the optimum 
manner. The marginal condition of maximum welfare is: The marginal rate of 
substitution between any two products for any consumer should be equal to the 
marginal rate of transformation between these two products for any firm. 

Sixthly, maximum welfare will be achieved only when a factor unit’s time is 
allocated in the optimum manner. A factor unit can distribute its time either 
in the production of a commodity or service or in leisure. Optimum output 
and maximum welfare will be achieved only when there is optimal allocation 
of a factor unit’s time. The marginal condition of maximum welfare is- The 
marginal rate of remuneration received and the time spent in receiving this re¬ 
muneration should be equal for every factor of production. 

Seventhly, maximum welfare will be achieved only 'when the allocation of 
resources between different periods of time, i. e., between present and the future 

"°S— . ,f “* 0r indus,r y finds the use of some resources more 

profitable in the future than in the present, this should be done so as to maxi- 
mise welfare. The marginal condition of maximum welfare is: The marginal 
rate of substitution of resources between any ,»* time periods should be the same 
for all the firms using those resources. 

We have described above the various marginal conditions which will have to 
be fulfilled simultaneously to enable a community to maximise its total welfLe 
These seven conditions are necessary to achieve the maximum welfare but they 
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are not sufficient for the attainment of maximum welfare. Hicks argues that 
maximum welfare can be achieved only if, besides the above marginal or first 
order conditions, two sufficiency or second-order conditions are also fulfilled. 
These second-order conditions are: 

(a) indifference curves must be convex to the point of origin for every consu¬ 
mer—this implies that the marginal rate of substitution is diminishing. 

(b) the transformation curves for any two products must be concave to indi¬ 
cate the familiar law of diminishing marginal returns in production. 


Hicks’s Total Conditions 

According to Hicks, even with the marginal and second-order conditions, a 
community may not attain maximum welfare unless another set of conditions 
known as total conditions-is satisfied. For example, welfare can be increased 
if a product can be produced, which has either not been produced before or 
else has not been produced in adequate quantity. In the same way, total welfare 
can be increased by utilising a factor which has remained idle or which has been 
utilised only partially. It is, therefore, possible for the marginal conditions to 
be satisfied but the total conditions may not be satisfied. It is, therefore, further 
suggested that all factors should be fully employed and no new product should 

bC profess^r'Melvin Reder argues that the maximum welfare realised after all 
the above conditions have been achieved may not be unique, because the con¬ 
cept of maximum welfare is based on a given distribution of income. If this 
distribution of income can be altered, production and consumption can be 
changed and, therefore, maximum welfare can also be changed. 12 


Obstacles to the Achievement of Maximum Welfare 

Thus a capitalist economy, based on the freedom of consumption and free 

market has a tendency to maximise economic welfare provided all the margina 
conditions are satisfied. But welfare economics points out how obstacles 
prevent the attainment of maximum welfare in capitalist economies. Some ot 

lhC ^ ^paHurcon the part of individuals to maximise utility from their consump¬ 
tion mainly due to their ignorance of the relative attributes of the various goods 
and services available in the market; 

lb) lack of mobility of factors of production between different occupations and 
• nn account of various economic and non-economic factors; 

To) individual firms «o avail themselves of the best techniques of 

Pr $, UC pJes n ence of the vast of inequalities of incomes leading to the d ' v ' rsion ° f 

resources to the production of goods to satisfy whims and fancies of the ncn. 

an i) presence of the monopolistic elements distorting the ideal or optimum 
allocation of resources between different lines of production in the economi 

system. 


•-Melvin W. Rcdcr. op. cit. % p. 38. 
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6. POLICY IMPLICATIONS OF WELFARE ECONOMICS 

Welfare economics has led to a number of interesting and practical conclu¬ 
sions. 13 . First of all, it has given a powerful support to the classical case for 
perfect competition. Perfect competition has been considered as the best type 
of market situation for it leads to the social optimum, /.*., maximum economic 
welfare. Welfare economics assumes that under perfect competition every 
producer maximises his profits by producing upto that point at which his marginal 
cost is equal to the price of the product and the consumer gets maximum satis¬ 
faction since the price he pays is equal to the lowest average cost and he does 
not pay any rent or excess profit. First of all the possible market situations, 
perfect competition is considered the best from the standpoint of economic 
welfare. 

Secondly, welfare economic analysis leads to the marginal cost pricing, that 
is, price should be equal to marginal cost. Only when price is equal to marginal 
cost, that is, only when the benefi* represented by price and the sacrifice repre 
sented by cost arc equal, the marginal conditions of social optimum can be met. 
The marginal cost pricing is compatible with perfectly competitive conditions. 
It is not, however, possible under monopoly and imperfect competition in 
general—in these cases, the price of the product will not be equal to but will be 
more than marginal cost. But there is a practical problem. While perfectly 
competitive situation is apparently good from the point of view of social opti¬ 
mum, it is impossible to achieve it unless the size of the business unit is small 
compared to the market; but small size and productive efficiency cannot go to¬ 
gether. Whenever a firm tends to become large, it gets control over supply and 
therefore, over price. Such a large firm will necessarily acquire monopoly power. 
It is, therefore, pointed out that large scale production may be resorted to but 
the consequent monopolistic situation should be changed through government 
taking over such industries and resorting to marginal cost-pricing. But it is yet 
to be proved conclusively whether a public enterprise will be as efficient as 
private enterprise. 

Thirdly, welfare economics has policy implications in the realm of taxation. 
In general, the welfare economist prefers lump sum taxes which are independent 
of the activity of the person or price concerned—that is, taxes should be non- 
marginal—because such taxes will not affect the marginal conditions bringing 
about the social optimum. For instance, the welfare economist is against the 
use of excise tax, for it disturbs the relative price and output structure of the 
taxed commodities. Similarly, income-tax is not preferred on the ground that 
it distorts the structure of activity as between work and leisure. Likewise, cus¬ 
toms duties are considered no good since they distort the geographic structure 
o f economic activity. 

Fourthly, welfare economics has attempted to show the relation between 
national income and economic welfare and how the latter can be raised either 
through an increase in national income or through better distribution of national 

by B B °F Ul X: Wdf,re EC ° n0mi “" iD A °f Contrary Economics. Vol. II., edited 



670 Principles of Economics 


income as between different groups of people in the country. Redistribution of 
income between people—that is, reducing the income of the rich and passing it 
on to the poor—is sought to be done by the system of taxation and public expen¬ 
diture—a method, now-a-days commonly known as fiscal policy. Thus, the 
egalitarian principles under lying the fiscal policies of most progressive govern¬ 
ments are derived from welfare economics. 

Lastly, welfare eocnomics has given powerful support to the rise and develop¬ 
ment of socialist ideology. It is shown that perfect competition is not possible 
and iherefore. marginal conditions cannot be satisfied in a capitalist economy. 

On the other hand, it is argued that only in a socialist economy, where produc¬ 
tion takes place according to needs of the people, the social optimum of maxi¬ 
mum welfare can be realised. Lerner, a well-known welfare economist, did not 
support socialism but argued in favour of government action to bring about the 
“social optimum" as and when the system of private enterprise failed to bring it 
about by itself. Thus, welfare economics has been responsible for many practical 
conclusions and economic policies. 

7. ASSUMPTIONS AND LIMITATIONS OF WELFARE 
ECONOMIC ANALYSIS 

Welfare economic analysis attempts to explain whether or not certain economic 
policies and organisations to lead the promotion of economic welfare. In the first 
place, it assumes that utility, on which welfare depends, is measurable. Secondly, ^ 
it assumes that interpersonal comparisons of utility are possible, otherwise, it is 
difficult to argue that a certain economic policy which leads to the transference 
of wealth from the relatively rich to the relatively poor, other things remaining 
the same, leads to an increase in the total economic welfare on the ground that 
the loss of utility to the rich is small compared with the resulting gain of satis¬ 
faction to the poor. 

Welfare economic analysis has been subjected to many limitations. The first 
defect of welfare economics, according to Boulding, refers to the concept of 
“maximum**. The maximisation of economic welfare which is the preoccupation 
of welfare analysis is based on the assumption that there is a determinate maxi¬ 
mum point. However, economists ever since the days of Adam Smith have been 
interested in finding out how to move from a lower equilibrium to a higher one. 
For instance, Adam Smith’s famous statement that the division of labour is 
limited by the extent of the market, or Marshall’s downward sloping supply 
curve indicating how larger output will lead to lowering of the cost of produc¬ 
tion or the pre-occupation of governments of underdeveloped countries to 
develop their economies fast—all these indicate the importance of moving from 
a given lower optimum to a higher optimum point. However, welfare economics 
has so far been interested only in a single optimum, ignoring the fact that there 
could be still higher optimum points. 

A very serious technical defect of welfare economics is that the structure of 
individual preferences as commonly illustrated by indifference curves is based on 
a highly hypothetical assumption, i.e., consumer’s preferences are independent 
of price or any other changes. The welfare economist asserts that if every 


• 
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change in price necessitates the drawing of a new set of indifference curves to 
represent consumers’ preferences then “diagrams of indifference maps melt into 
chaos." But the critics of welfare economics point out that it is difficult to assume 
that consumer preferences will remain unchanged even after consumers’ incomes 
and prices of goods have changed. 

In recent years there has been bitter criticism of the concepts of welfare and 
welfare economics. For instance, Professor Lionel Robbins has stated that 
“Economics is least concerned with welfare”. Critics also question the assump¬ 
tions of measurability of utility and interpersonal comparisons of satisfaction. 
In the absence of such assumptions, it is impossible to judge on welfare grounds 
alone the propriety of many economic policies, particularly of those which aim 
at the redistribution of income so as to increase the economic welfare in the 
community. 14 They definitely limit the scope of welfare economics. 

Some critics have argued that welfare economics is normative and is a branch 
of ethics the science of good and bad and the science which talks of what ought 
to be. Welfare economics, therefore, is unscientific and should have no place in 
economics. This view is not, however, accepted by most writers, since it takes 
an unduly narrow view of the nature of science. It is true that welfare economics 
is normative but given its norm or goal-the welfare of the community should 
be maximised - the determination of the policies to be undertaken in accordance 
with it is a strictly scientific enterprise. 14 

Some welfare economists have gone to the other extreme and claim that 
welfare economics is a precise, objective science without any ethical pre-supposi- 
ttons One welfare economist wrote: -As economics of welfare is conce™ d 
w. h the causes of welfare. ,t follows that it is a positive study of who, is and 
not a normative study of whai ought to be done-. But this view is erronenm 
because it is generally agreed that welfare economics and ethics cannot be se™ 
rated. The welfare economist judges economic institutions, policies and changes 

from 'he cr.ter.on of maximum welfare of the community and labels them as 
good or bad on this criterion. em as 

While declaring that economics is a positive science of „* a , /. and 
normative scence of who, ough, ,o be. Pigou has stated that the purpoL of - “ 
nom.es IS to study those practical measures which amm.,? . 

community. While claiming his association with the m ,v * elfare of the 
that the science of economics is both Hght-gMng as well a's7ruir T ad ,“ i,S 
Professor Robbins appears to be in doubt regarding^ v^i Sto lZT* 
because he writes: “All this is not to say that economists shn a T? aCh 
themselves on ethical questions any more than an argument tha Bo”.™ 
aesthet.es, that .s to say, that botanists should not have the ® y ,s not 
layout of gardens. On the contrary, i, is greatly to L des red ,^'" 5 °" ,he 
should have speculated long and widely on these matters!^ h f' cconom,sts 

will they be in a position to appreciate the implications as regard * “ tlUS W “ y 
problems which are put to them.” regards given ends or 


14 K.E. Boulding, -Welfare Economics” in A Surrey of Ox*,- 
and also Melvin W. Reder, op. eit., p. 20. ’ ontem P or *ry Economics , Vol. U, 

15 Melvin W. Reder, op. cit., p. 14. 
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To conclude, welfare economics is an important part of the study of economics. 
In fact, in one sense, all economics should be welfare economics. As Marshall 
said, economics will be barren and useless unless it studies the causes which 
promote material welfare. Hawtrey was also right in his assertion that econo¬ 
mics could not be dissociated with ethics. Economics, therefore, has both a 
positive aspect and a normative aspect; the two aspects are not opposed to each 
other but go together. In recent years, the welfare or the normative aspect of 
economics has assumed considerable importance, even though there are still 
many economists who want to keep economics as a pure or positive science. 
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AN INTRODUCTION TO LINEAR PROGRAMMING 



INTRODUCTION 

T HE technique of linear programming which is increasingly employed in 
marking modern business decisions is a recent development. It is a mathemati¬ 
cal technique employed by the business firms for selecting the best method for 
achieving a given end or objective when the criteria of the best method are 
specified. In itself it does not lay down the criteria according to which the best 
method is defined. Linear programming can be formally defined as the technique 
of maximising or minimising a linear function involving a number of variables 
subject to a number of restraints which arc stated in the form of linear 
inequalities. 1 

Linear programming which was developed during the Second World War by 
mathematicians as a part of their efforts to solve the problem of internal planning 
in the defence establishments and other large organisations owes much to the 
pioneering work done in this area by George B. Dantzig in 1947.* Ever since 
then the technique has been fruitfully employed in finding solution of a large 
number of managerial planning problems. In fact, economists of the eminence of 
Robert Dorfman, Paul A. Samuelson, and Robert M. Solow have boldly attemp¬ 
ted to investigate the implications of linear programming for economic theory 
in general.* 

In the present chapter an attempt has been made to discuss the nature and 
technique of linear programming. In the first place, the various assumptions 
underlying the linear programming problems are stated. Secondly, a general 
maximisation problem involving one output and two inputs has been formulated 
and graphically solved. Thirdly, a maximisation problem involving multiple out¬ 
puts and multiple inputs has been solved. Lastly, the dual solution to a maxi¬ 
misation problem has been discussed. 


i Sec Rebert Dorfman. P.A. Samuelson. and R.M. Solow, Linear Programming and Econo- 
mlc Analysis. McGraw-Hill Book Co.. Inc.. 1958. 

^Linear programming technique was developed by a group of scientists led by Marshall 
K. Wood which worked for the U.S. Air Force during World War II. George B. Dantzig 
who was a member of this group had formulated journal linear programming problem and 
devised the simplex tableau solution. 

*Op. eU., Chapter, XIV. 
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Assumptions 

Underlying the technique of linear programming are the various basic assump¬ 
tions. Firstly, the decision making unit which applies the technique of linear 
programming is assumed to work under constraints. Secondly, the prices of inputs 
and outputs are assumed as given for the decision-making unit—the firm. Thirdly, 
it is assumed that firm’s input-output, output-output, and input-input relations 
are linear. 

The first assumption pertaining to constraints treats the decision making unit— 
which for our purpose at hand we regard as the competitive firm—as being 
subject to various limitations in its activities. These limitations may relate to the 
fixed quantities of particular inputs used or facilities enjoyed by the firm. For ex¬ 
ample, a tractor final assembly line cannot turn out more than certain maximum 
number of tractors per week. The warehousing space at the command of the 
firm will be limited by the total covered usable area. The total credit facilities 
which the firm can avail from the banks and other financial intermediaries will 
not be unlimited. 

Furthermore, at any given time the firm has only a limited alternative produc¬ 
tion techniques available to choose from. Any one technique of production can 
be defined in terms of a constant input ratio. For example, the use of technique 
or process X may require the combination of one unit of capital with one unit of 
labour whereas process Y might involve the use of two units of capital with three 
units of labour and so on. Using process X output can be increased or decreased 
until the constraints imposed by the input quantity are experienced. Regardless 
of the quantity of labour available, the use of process X will always involve one 


unit of capital per unit of labour. 

The linear programming technique employs purely competitive price system, 
assuming that for the decision making unit—firm—the prices of inputs and out¬ 
put are given and the firm cannot alter these by its actions. In other words, the 
assumption is that the total demand for inputs on the part of the firm as well as 
the total output of the firm are so small a part of the total industry input de¬ 
mand and total output supply that it exerts no influence on the prices of the 
various inputs it purchases and on the price of the output it produces. Conse¬ 
quently both as sellers of their output and as buyers of inputs the individual 
competitive firms are price Ulcers rather than price makers. 

Yet another assumption made in the linear programming technique relates to 
the linear relations. In many cases the linear relationship does in fact exist. For 
“' mo le for a competitive firm which purchases inputs at constant prices the 
“ ‘, Li function for the inputs so purchased will be linear. Similarly, since the 
tout of the firm is sold at given constant price the total revenue or sales func¬ 
tion for the firm will also be linear. Similarly, given the prices for the two inputs. 

the isocost function for the firm will be linear. 

It s not however to suggest that all relations between the variables are linear. 
In fact relations between variables arc nonlinear. Nevertheless, these can be 
Dortraved through a series of discrete linear relationships or through a single 
linear relationship either graphically or through a linear equation. For example 

an isoquant which displays constant product for the different combinations of 

the two inputs employed is usually a nonlinear curve. In the linear programming 
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technique this can be shown through a series of connected linear relations. 
Similarly, the typical production function showing relationship between inputs 
and output is nonlinear but in linear programming it is assumed as being linearly 
homogeneous. 

Maximisation Problem 

In considering the solution to the problem of maximisation, we shall consider 
(a) the optimum employment of inputs devoted to the production of one output, 
and ( b) the optimum output mix to be produced with particular inputs. 

Single Output with Two Inputs 

The maximisation problem for the decision making firm producing one output 
by using two inputs may be considered under the assumption of (a) cost outlay 
constraint, and (6) input quantity constraint respectively. Considering the case of 
cost outlay constraint first, we might think of a profit maximising competitive 
firm producing one output 0 by employing two inputs A and B. This is the 
familiar problem which we considered earlier in Part Three while discussing the 
theory of the firm. While discussing the theory of the firm under the production 
theory in Part Three we had drawn a continuous isoquants showing that it is 
possible to substitute between the two inputs A and B continuously at the dimi¬ 
nishing marginal rate of technical substitution. We now drop this assumption 
and instead assume that there are only four possible processes (possible ratios 
5 >f input B to input A) which the firm can use to produce the product. We further 
assume that the input prices as also the price of the product for the firm is given. 4 

In Fig. 46. 1. which illustrates the concept of a process, units of resource A 
have been shown on the Af-axis while those of resource B have been shown on 
the T-axis. Scale lines numbered as 1, 2, 3, and 4 derived from the homogeneous 
linear production function employed in Chapter 16 show the four alternative 
processes of production at the disposal of the firm. Each scale line shows the 
way in which total output changes 
as the quantities of inputs A and B 
are increased proportionately. Along 
all these four scale lines output 
increases proportionately as a conse¬ 
quence of proportionate increases « 
in the quantity of the two inputs S 
used. Different scale lines, depict the £ 
manner in which total output 
changes when the two inputs are 
used in different proportions. The 
>different proportions or ratios in 
which the two inputs are shown to 
be employed on the different scale 
lines in the figure can be regarded as 
different processes according to which 

4 The problem would remain unchanged if total revenue instead of total output was .o be 
mixHnlsed. 



Fig. 46 1. 
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given quantities of output are produced by the firm. In Fig. 46.1 scale line 01 
represents the amounts of output which can be produced from given quantities 
of inputs A and B employed according to process 1. Similarly, scale line 02 shows 
the various quantities of output which can be produced by employing different 
quantities of the two inputs if the firm follows process 2, and so on. Thus each 
scale line in the diagram represents a different process of production identified 
with the numerals 1,2,3, and 4. Futhermore, since total output increases propor- . 
tionatdy in consequence of proportionate increases in inputs along any given 
scale line, the production function is linearly homogeneous. The number of the 
possible scale lines in any given case will depend upon the number of processes 
available. An infinite number of processes available would be possible only if 
the two inputs A and B are assumed to be perfectly divisible. In fact, the drawing 
of the continuous isoquants in Chapter 16 can be justified only on the assump¬ 
tion of infinite divisibility of inputs A and B. 

Deriving the Isoquants 

Assuming there are only four possible different processes as depicted by the 
scale lines 1,2,3, and 4 in Fig. 46.1 and Fig. 46.2, the contour lines, or isoproduct 
curves can be easily derived by joining with a straight line all those points on the 
different scale lines which represent equal quantities of output. Thus by joining 



. , AA A A.RR R n Bs C Ci.C«,Ct t etc. We obtain the different isoquants 
or‘isoproduct curves labelled as EE.FF. and CG. These isoquants can be com-, 
pared with their counterparts in Fig. 16.4 ,n Chapter 16. In genera', thrtwo 
sets of isoproduct curves have the same shape w.th the difference that while the 

curves in Fig. 46.2 assume that substitution between any two processes takes 

place at a constant rate, the isoquants in Fig. 16.4 assume that the rate of subs¬ 
titution between any two such processes is changing. In neither diagram it is 
assumed that the rate of substitution among all the processes 1S the same ' 
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short, in the linear programming technique, isoquants are drawn as if these 
were composed of various straight line segments and not as continuous smooth 
curves with the result that the isoquants have corners or kinks at points such as 
B.BuKB*. and so on. 

Determination of Amounts of Inputs Used 

By combining the isocosts, which show those various combinations of the two 
inputs whose total cost for the firm is equal, with the isoquants shown in Fig. 
46 . 2 , it is possible to determine the maximum total output obtainable from a 
given amount of total expenditure incurred by the firm on the purchase of in¬ 
puts with given input prices. The procedure is almost identical to the one 
explained in Chapter 16. If the price of input A is Rs 5 while that of input B is 
Rs 4 and if the total outlay to be incurred by firm is Rs 100, the firm can pur¬ 
chase either 20 units of input A purchasing nothing of input B , or it can buy 
25 units of input B buying nothing of input A. Alternatively it can buy 
different combinations of both the inputs. For example, the firm can, if- it so 
chooses, buy 4 units of A and 20.units of B % or 6 units of A and 17 J units of B t 
and so on. By plotting on the graph paper all these various alternative possible 
isocost combinations of A and B and joining these points of different pairs of 
A and B we obtain the linear isocost KL as shown in Fig. 46.3. Essentially it 


y 



Fig. 46.3 

is akin to the isocost drawn in Fig. 16.7 in Chapter 16. The equilibrium is 
attained at the corner point Ai corresponding to which the firm employs OR 
units of resource B and OS units of resource A to produce the maximum output 
> represented by isoquant EE using process 2. A fall in the price of input A from 
Rs 5 to Rs 2.50, the price of input B remaining unchanged, shifts the isocost 
line rightward to the position of KM making it possible for the firm to produce 
higher output represented by higher isoquant FF with the same given outlay. 
The isocost line KM is tangent to isoquant FF over the range B X B Z indicating 
that with the change in the relative prices of inputs A and B both the produc¬ 
tion processes 2 and 3 are optimal as well as any combination of the two 
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processes is also optimal. Along isocost KM the price of input A is Rs 2.50 
while that of B is Rs 5 per unit. From this it follows that the optimum produc¬ 
tion program of the firm depends on the relative prices of the inputs used. The 
range BiB 2 need not necessarily correspond to a unit change in A. Conse¬ 
quently, we give up the strict definition of the equilibrium condition of Chapter 
16, according to which equilibrium is attainable only at a given point. Instead, 
we now accept either the criterion of tangency at a point between an isocost 
and a contour line or tangency over a given range of the isoquant to satisfy the * 
condition of output maximisation. 

Multiple Products and Multiple Inputs 

Now let us suppose that the firm produces more than one product by employ¬ 
ing multiple inputs. Assume that the firm produces two products X and Y 
which are sold in the market at given prices of Rs 40 and Rs 30 respectively. In 
other words, Px= Rs 40, and P„=Rs 30. Let us also assume that the total 
quantity available to the firm of inputs A, B, and C is 120 units, 48 units, and 
168 units respectively. Let us further assume that the production of one unit 
of X requires 10 units of input A, 6 units of input B, and 24 units of input C 
while the production of one unit of Y requires 30 units of A, 8 units of B , and 
14 units of C. The problem facing the firm is of producing that ideal mix of 
products X and Y which will yield it the maximum revenue from the sale of 
that product mix, given the prices of both the products and the total physical 
quantities of all the three inputs that are available to the firm. ^ 

It is not incumbent on the firm to employ all the units of all the inputs that 
are available to the firm. In other words, it is fully consistent with the cons¬ 
traint of limited physical quantities of the various inputs available to the firm 
that some or all of the available resources may not be fully utilised in the 
production of X and Y. A further reasonable assumption made is that the firm 
cannot produce the negative quantities of X and Y, but that it is quite possible 
for the firm not to produce any amount at all of one of the two products, or 

X^0, »0. , 

The maximisation condition, according to which the total revenue obtain¬ 
able from the sale of the total quantity of the two products produced by the 
firm should be maximum, subject to the given constraints, can be stated in the 
form of the following objective equation: 

PxX+P v Y=* Total Revenue (must be maximum) ...(1) 

or stated in terms of the assumed prices of X and Y 

40X+30T=Total Revenue (must be maximum) ...(2) 

For a fully understanding the equations which can be written to state the 
condition that the quantities of inputs are limited and that different quantities 
of different inputs A, B, and C are needed to produce products X and Y t we * 
might usefully summarise the necessary input-output information in Table 46.1. 

Having displayed the necessary input-output information in the form of Table 
46.1 the various equations stating the restrictions or constraints pertaining to 
individual inputs subject to which the firm produces the two products X and Y 
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can be written. First, the table shows that the total quantity of input A avail¬ 
able to the firm is 120 units, and 10 units of A are needed to produce one unit 
of X while 30 units of A are needed to produce one unit of /. Thus, the number 


Table 46.1 


Inpat-Output Data 



Amount of input needed to produce 

Total amouut of inputs available 


one units of output 

to the firm 


X 

Y 


Input 

Units 

Units 

Units 

A 

10 

30 

120 

B 

6 

8 

48 

c 

24 

14 

168 


of units of X produced multiplied by the quantity of A needed to produce each 
one of these units of X, plus the number of units of Y produced multiplied by the 
quantity of A needed to produce each one of these units of Y cannot be greater 
than but may be equal to or less than «) 120 units of A. Algebraically this 
restriction can be written as: 

10AT+301^120 ...(3) 

Similar equations can be written stating the constraints imposed on the 
production of X and Y by the resource constraints in so far as inputs B and C 
are concerned. Reading across the data for input B in Table 46.1 we obtain in* 
the case of input B the equation: 

6A'+8T<48 ...(4) 

and for input C the equation is 

24Ar+14T<168 ...(5) 

Ignoring the less than signs in our equations and treating them as if they read 
equal to only, the problem can be graphically illustrated and a method of solv¬ 
ing it can also be indicated. Thus rewriting equation (3) as: 

10Ar+30r=120 

by letting Af=0, the equation can be solved for Y, or 
0+30y=120, 

consequently Y=A 

Similarly, by letting T=0, we obtain 

X=12. ‘ 

Accordingly, in Fig. 46.4, where the axis of Y represents product X and the 
axis of X represents product Y t OA distanced 2Af when y=0 and OB distance 
= 4 ^ when X—0. In other words, distance OA=\2X while distance OB=AY. 
Accordingly, line AB in the figure satisfies equation (3A) t i.e. t 10AT+30 Y= 120. 
Similarly, equations (4) and (5) can be solved for their equalities and can be 
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graphically illustrated by drawing lines CD and EF respectively in Fig. 46.4. 
Thus OE =7 AT, 0F=\2Y, and 0C= 8ATand 0D=6Y. 



Product Y 


Fig. 46.4 

Feasible Region 

Consider points £, G, H and B in Fig. 46.4. These points represent corners. 
For example, at point G line CD intersects line EF; and at point //, line AB 
intersects line CD. The shaded-area OEGHB constitutes the common part of 
all the areas outlined by the various equations. Consequently, it represents the 
feasible region of production and the optimal point of production will always 

lie on the boundary of the feasible region. Since linear programming analysis 

assumes constant returns to scale, the firm will always gain by expanding pro¬ 
duction up to the point at which the capacity limit for one or more of the re¬ 
sources is hit. 


The Optimum Solulion 

The coordinates of points E and B are already known to us because we have 
determined from equation (5) that 0£=7AT and from equation (3) that 
4 Y In order to determine coordinates of point //, equations (3,4) and (4 A), i.e. 
equation 6^+8 T=48 must be treated as simultaneous equations and solved 

for X and Y t or .. 

10X+30r=120 

aDd 6Ar+8T=48 .-(4'J) 

By multiplying equation (4X) by 5 and equation (3^) by 3 and subtracting the 

former from the latter, we obtain 
30AT+90r=360 
—30X -40r=-240 

" 50r=l20 

r=2.4 
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Substituting this result into equation (3.4) we find that corresponding to point 
//, *=4.8. Similarly, the coordinates at point G can be solved and wc get at 
G, *=6.22 and Y— 1.33. 

Now we have to substitute the values of * and * at the various corner points 
into our objective equation in order to find out those combinations of * and 
Y which at the given product prices will yield the maximum revenue to the firm. 
At point E we have *=7, and T=0 and by substituting these values into our 


objective equation (2), we obtain 

Rs 40x7 + Rs 30 xO=Rs 280 ...(6) 

At corner position G we obtain for the objective equation 

Rs 40x6.22+Rs 30x l.33=Rs 288.70 ...(7) 

At corner position // we obtain 

Rs 40x4.8+Rs 30x 2.4=Rs 264 ...(8) 

Finally at point 5, we have 

Rs 40 xO+Rs 30x4 = Rs 120 ...(9) 


Thus, wc find that with the given amount of the three inputs A, 5, and C 
respectively, the total revenue is maximised when products * and * are pro¬ 
duced in the proportions shown by corner point G, with the given prices for 
these two products. The total revenue at this point is Rs 288.70 and this is the 
highest amount which the firm can obtain subject to the given constraints. 
However, if the price of * were only Rs 20 while that of Y were Rs 30 as 
V before, the optimum revenue point would be H and not G because in that case 
the objective equation at H yields Rs 168 as the total revenue while at points 
E, G, and B the revenue yield for the firm would be only Rs 140, Rs 164.30, 
and Rs 120 respectively. 

Determination of the Total Quantity of Each Input Employed 
Having got the optimum product mix of * and Y produced by the firm, it is 
easy to find out the total quantity of each of the three inputs used by the firm 
in producing that optimum product mix. Since the production of one unit of * 
requires 10 units of A, 6 units of B, and 24 units of C, production of 6.22 units 
of * will require the total quantity of the three inputs computed as following: 

6.22 x \0A + 6.22 x 65+6.22 X 24 C 
=62.20.4+37.325+ 149.28C 

Similarly, since production of one unit of product * requires 30 units of A, 
8 units of 5, and 14 units of C, production of 1.33 units of * will require the 
total quantity of all the three resources computed as following: 

1.33 Yx 30 A +1.33 Y x 65+1.33 *X14C 
> = 39.90.4 +7.985+18.62C 

The total quantities of the three inputs used in the production of the optimum 
product mix represented by 6.22 units of * and 1.33 units of Y will, there¬ 
fore, be 

62.20.4+39.90.4+37.325+7.985+ 149.28C+ 18.62C 
= 110.10.4 + 47.305+167.900 
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In terms of the rounded numbers we find that input B is fully employed for the 
total quantity of input B available to the firm is 48 units. Similarly, the total 
quantity of input C available to the firm is 168 units and consequently it is also 
fully employed. However, input A is underutilised because while the total quan¬ 
tity available is 120 units, the firm actually uses only 110 units. The maximisa¬ 
tion solution furnishes us with a basic theorem of linear programming: there 
will usually be in the optimum solution exactly as many outputs produced as there 
are inputs employed to capacity. Since in our present solution the two inputs B 
and C are fully utilised, the two products X and Y are produced at the optimal 
point G in Fig. 46.4. 


The Dual Problem 

In general, every linear programming problem has a counter problem which 
is known as the dual . The original problem is called the primal problem. The 
dual of the maximisation problem discussed above is the minimisation problem. 
Alternatively, if the primal is a minimisation problem the dual is the maximi¬ 
sation problem. The theory of production and costs is a good illustration of 
the relationship between the primal problem and its dual. Where the primal 
problem is one of maximising the total output with a given total cost outlay for 
a firm, the dual would be the problem of minimising the total cost outlay tor 
the given product output. 
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THE CLASSICAL THEORY OF TRADE 


'm Tmr&m 


1. THE COMPARATIVE COST PRINCIPLE 

In the field of international trade we attempt to answer three questions: 

(1) Why do countries enter into trade with each other? 

(2) On what basis, each country specialises in the production of some goods? 
and 

(3) What forces govern the terms on which countries exchange and trade with 
each other? 

Ricardo was the first economist to answer the above three questions with the 
help of the principle of comparative advantage. His theory was later modified 
and improved by such well-known economists as J.S. Mill, Taussig, and 
Haberler. In simple terms, the principle of comparative advantage states that 
every country produces those goods in which it is particularly suited on account 
of its climate, the qualities of its other natural resources, the efficiency of its 
people, its plant and equipment etc; and by exporting part of these goods, it 
imports those goods in which it is less suited to produce or which it cannot 
produce at all. In other words, every country produces and exports those goods 
in which it has cost advantage and it imports those goods in which it has cost 
disadvantage. 

The Assumptions of the Principle of Comparative Advantage 

The principle of comparative advantage is based on the following assump¬ 
tions: 

(1) Labour is the only productive factor and cost of product consists of only 
labour costs which are expressed as certain days or certain units. 

(2) All labour units are assumed to be homogeneous. 

(3) Production is subject to the law of constant returns or costs, i.e. cost 
ratios between two goods are assumed to be constant. 

(4) Only two countries and two commodities are to be considered at any 
time. 

(5) Factors of production arc perfectly mobile within the country but immo¬ 
bile between the countries. 

(6) Transportation charges are ignored. 

(7) International trade is free from all obstacles and barriers. 

(8) Trade takes place between two countries of equal economic strength and 
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in two commodities of equal economic value. 

Let us explain precisely the meaning of comparative cost advantage by taking 
two countries and two commodities. We shall consider India and Burma and 
rice and cotton. We can distinguish three types of cost differences, viz. equal 
cost differences, absolute differences in cost and comparative differences in 
cost. 

Equal differences in cost. The following schedule illustrates equal differences 
in costs. 

In India 

10 days of labour can produce 80 units of cotton. 


or 

60 units of rice. 

In Burma 

10 days of labour can produce 60 units of cotton. 


or 

45 units of rice. 

In this example we have taken 10 days of labour in both the countr.es, to 
illustrate that production is based on labour and that the same number of 
labour units can produce different quantities in the two countries because of the 
differences in natural and other factors. In India 10 days of labour can produce 
either 80 units of cotton or 60 units of rice. The cost ratio between cotton and 
rice in India is 80 : 60 or 4 : In Burma the same 10 days of labour can produce 
cither 60 units of cotton or 45 units of rice and the cost ratio between cotton 
and rice is 60: 45 or 4 : 3. It is clear that the cost of producing cotton in terms ot 
rice is the same in both the countries. This is what is known as equal differences 
in cost of production. Neither country has any superiority over the other in the 
production of any of the two goods. We can express this idea in another way: 
The ratio of cost of production of cotton in both the countries is. 

8 0 units of cotton in India 
60 units of cotton in Burma 

is equal to the ratio of cost of production or rice in both the countries: 

60 units of rice in India 
""45 units of rice in Burma 


When cost ratios are equal in both the countries, there is no scope for inter- 
. . ° Ar hccause there is no gain for either of the countries. Suppose 

" expo tt s 20 units of cotton to Burma in exchange for rice. India will be 
India expor country by using those factors which 

ab, V° Tlo Zlo^oL Indi^, therefore, will be prepared to export 20 units 
produce 20 u morc than unit$ of ricc from Burma. But lndia 

of cotton y Burma too has the same cost ratio viz. 20 units of 

u'nitl“IK. b= P-pared to buy 20 units of cotton 

but will be prepared to pay less than 15 units of rice. The problem, therefore, 

1S, _ „ .. r India wants more than 15 units of rice. 

For Bum* is prepared to give to fta IS units of rice. 
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It is thus clear that there is no scope for trade between India and Burma 
because the cost ratios of production are the same in both the countries. 

Absolute differences in costs: Absolute differences in costs ar.se when a country 
can produce a commodity at an absolutely lower production cost than the other. 
We can give an imaginery example to illustrate absolute differences in costs as 
follows: 

In India 

10 days of labour can produce 100 units of cotton. 
or 

50 units of rice. 

In Burma 

10 days of labour can produce 25 units of cotton. 
or 

100 units of rice. 

In this example India has an absolute advantage over Burma in the production 
of cotton. India’s superiority in the production of cotton is seen by the fact that 

100 units of cotton in India ^ 50 units of rice in India 
~"25 units of cotton in Burma > 100 units of rice in Burma 

Just as India has a superiority in the production of cotton, Burma has a 
superiority over India in the production of rice. These differences in cost of pro¬ 
duction naturally indicate that both countries will benefit through trade. If there 
fe is no trade, India will have to produce some amount of rice for which it has no 
proper facilities, i.e. some of the labour and other factor units which can produce 
cotton will have to be used to produce rice. Likewise, in the absence of trade, 
Burma will be forced to produce cotton for which it has no facilities. On the 
other hand, if international trade takes place, India can specialise in the produc¬ 
tion of cotton and Burma in the production of rice. Specialisation by each 
country will lead to an increase in total output for both cotton and rice. Besides 
both countries will benefit through trade. For instance, India will be happy to 
export cotton so long as it can get more than half a unit of rice for a unit of 
cotton (this is the cost ratio within India). Burma on the other hand, will be 
prepared to import cotton and exchange as much as four units of rice for a unit 
of cotton. Hence, the trade between the two countries will be very beneficial to 
both at any rate between half to four units of rice for one unit of cotton. We, 
therefore, come to the conclusion that international trade will definitely take 
place under conditions of absolute differences in costs. But then it is not always 
easy to come across countries having absolute differences in costs of production. 
It is just sufficient to have comparative differences in costs between countries. 
Comparative differences in costs. Comparative differences in cost imply that 
> one of the two countries has an absolute advantage in the production of both 
the commodities, but its comparative advantange is greater in the production of 
one commodity than in the production of the other. Let us illustrate this point 
with the help of an example, as follows: 

In India 

10 days of labour can produce 100 units of cotton. 
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or 

100 units of rice. 

In Burma 

10 days of labour can produce 40 units of cotton. 
or 

80 units of rice. 

In this example, India has absolute advantage in the production of both the 
goods since it can produce both cotton and rice at a lower cost as compared to 
Burma. But India’s advantage is comparatively greater in the production of 
cotton than in rice. This is clear from the fact: 

100 units of cotton in India ^ 100 units of rice in India 
40 units of cotton in Burma^80 units of rice in Burma 


In the case of production of cotton, India’s advantage over Burma is: 

100 units of cotton in India - c 

- 77 T-r-—p— - :—= -, or 2.5 times. 

40 units of cotton in Burma 


In the case of production of rice, India’s advantage over Burma is given by the 


fact: 


100 units of rice in India . . 

80 units of rice in Burma 0r 1 25 t,mcs 


This means that India is superior to Burma in the production of both the com¬ 
modities, but its superiority is comparatively higher in the case of cotton than in 
rice. In other words, if there is no trade between the countries, India will have to 
produce both the goods, but in case trade takes place, India will find it belter to 
specialise in the production of cotton in which it has greater advantage in pro¬ 
duction. 

On the other hand, Burma has a disadvantage in the production of both the 
goods, but its disadvantage is less in the case of rice. For instance, the position 
in the case of cotton, as far as Burma is concerned is: 

40 units of cotton in Burma 2 0 4 

100 units of cotton in India or k or 


The position in the case of rice, as far as Burma is concerned is: 


80 units of rice i n Burm a 
100 units of rice in India 


4 

B 


or 0.8 


It is, thus, clear that Burma has less disadvantage in rice than in cotton or put 
it in a reverse way, Burma has a greater comparative advantage in the produc¬ 
tion of rice than in cotton. If there is no trade between India and Burma, the 
latter will be compelled to produce both goods. In case, international trade 
takes place, Burma can concentrate and specialise in the production of rice in 
which it is better placed comparatively. 

International trade is good for both the countries as is clear from the above 
example. For instance, the cost ratio of production of cotton in terms of rice in 
the countries are: 

In India : 100 units of cotton =100 units of rice 
or 1 unit of cotton = 1 unit of rice 
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If India has to specialise in cotton and export it to Burma in exchange for rice, 
India will do so provided it can get wore than one unit of rice for every one unit 
of cotton exported. 

In Burma : 40 units of cotton =80 units of rice 
or 1 unit of cotton = 2 units of rice 

If Burma has to specialise in rice and export it to India in exchange for cotton, 
Burma will do so, if it can get one unit of cotton for less than 2 units of rice 
exported (or what is the same thing, Burma should get more than one unit of 
cotton for every 2 units of rice exported). Thus, for every unit of cotton, India 
wants more than one unit of rice, but Burma is prepared to give upto 2 units of 
rice. International trade will definitely take place and both parties stand to gain 
from trade. What will be gain or benefit from trade for the two countries? This 
will depend upon the actual terms of trade or the rate of exchange between the 
two countries. We have shown that the cost ratios of production are: 

India : 1 unit of cotton =1 unit of rice 

Burma: 1 unit of cotton =2 units of rice 

Terms of Trade : 1 unit of cotton = 1 unit of rice 

to 2 units of rice 

The actual terms of trade at any particular time will lie between the two rates; 
3* the lower rate of 1 unit of rice for every unit of cotton will be for India; and the 
higher rate of 2 units of rice for every unit of cotton will be for Burma. Suppose, 
after bargaining, the actual rate of exchange between the two countries is establi¬ 
shed at 1.5 units of rice for every unit of cotton. India will gain by 0.5 units of 
rice for every unit of cotton this is a gain of 50 per cent. On the other hand, 
gain by 0.5 units of rice for every unit of cotton—this is a gain of 25 per cent 
Burma will for Burma. The actual terms of trade will depend upon mutual 
demand. 

We started our discussion by posing three questions. We nave answers for all 
the three questions: 

(<z) When will internatianal trade take place? Trade connot take place if the 
differences in cost of production are the same or equal in both the countries. 
Trade is bound to take place if there are absolute differences in cost, but this is 
not necessary. It is just sufficient, if there are comparative differences in costs of 
production. 

(6) If trade takes place, in what commodities each country will specialise? 
Every country will specialise and concentrate in the production of that commo¬ 
dity in which it has comparatively greater advantage. 

> (c) How will the terms of trade be determined? The terms of trade will be 

determined by forces of mutual demand between the two countries for the two 
commodities but within the opportunity cost ratios of production. 

This is, in substance, the principle of comparative advantage in international 
trade. A little consideration will show that this principle does not apply exclu¬ 
sively to international trade. As the famous Swedish economist Bertil Ohlin has 
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pointed out, this principle is at the bottom of all trade, whether it is specialisa¬ 
tion and exchange between two individuals or between different districts of the 
same region, or between different regions of the same country or between diffe¬ 
rent nations. The source of all trade is the same viz., the relative or comparative 
advantage enjoyed by one producer in the production of a commodity or service 
as compared with another. 

The Theory of Comparative Cost expressed in Terras of Money 

In the above analysis we have followed Ricardo by assuming that labour is 
responsible for production and that labour cost constitutes the cost of produc¬ 
tion. In a modern money economy, where there is a high degree of division of 
labour, goods are bought with money. International trade is not, therefore, 
determined by comparative differences in labour cost but by absolute differences 
in money prices. But it is easy to translate comparative cost differences into 
absolute differences in money cost and prices. For this purpose, let us take the 
third example we have given above, viz.. 

In India 

10 days of labour can produce 100 units of cotton 
or 

100 units of rice. 

In Burma 

10 days of labour can produce 40 units of cotton 
or 

80 units of rice. 

In this example, India has an absolute advantage over Burma in the produc¬ 
tion of both the goods but she has a comparative advantage over Burma in the 
production of cotton. Burma, on the other hand, has comparatively less dis¬ 
advantage in the production of rice than in cotton. When international trade 
takes place, India specialises in the production of cotton and Burma in rice. 
Let us now convert this arithmetical example into money terms, by assuming 
that daily wages in India and Burma are Rs 6 and Rs 4 respectively. 


Country Doily wage Total wages 


Total output 


Money cost or supply 
price per unit in rupees 


Burma 


Rs 60 


Rs 40 


100 units of cotton 
100 units of rice 
40 units of cotton 
80 units of rice 


Tn the above table it will be noted that the money cost of production of 
cotton is lower in India as compared to that in Burma-in India it is 60 paise 
ner unit while in Burma it is Re 1.00 per unit. The money cost of production 
of rice however, is lower in Burma as compared to India. India will thus specia- 
°}Production of cotton, and Burma in rice. This result, it should be 
‘n'ted is fn harmony with the theory of comparative advantage which we have 
explained earlier in terms of labour cost. 
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Criticism of the Principle of Comparative Advantage 

Till recently, the classical theory of international trade, known as the principle 
of comparative cost advantage, was the most generally accepted explanation of 
the phenomenon of international trade. But the theoretical structure of the 
principle has been quite shaky even for the beginning because of its weak foun¬ 
dations. In recent years it has come in for many severe criticism at the hands of 
the Swedish Economist Bertil Ohlin and American Economist Frank Graham. 
Let us consider some of the important criticisms. 

(1) The assumption of labour cost is unrealistic. A basic criticism against the 
theory is against its assumption of labour cost to explain domestic exchanges of 
goods. Even in the 19th century itself, the labour theory of value was given up 
because of (a) the existence of non-competing groups of labour, (6) the neces¬ 
sity to include different grades of labour, and (c) the addition of other factors of 
production such as capital, land and enterprise. The labour cost approach to 
explain the value and price of goods both in domestic as well as in international 
trade has been given up. It is further pointed out that money cost alone will 
serve as the best basis of comparison. The critics, therefore, have argued that 
the labour cost approach should be given and that problem of international 
trade should be analysed in terms of prices, since it is prices that determine 
what goods will enter into international trade and which country will produce 
them. 


(2) The assumption of constant cost of production is not realistic. The princi- 
• pic of comparative advantage is based on the assumption that production is 
subject to the law of constant costs and that additional quantities of any com- 
mod.ty can be produced within the same expenditure of labour per unit as be¬ 
fore. In our last example, the cost ratios between cotton and rice arc 1 unit of 
cottony 1 unit of rice in India and 1 unit of cotton=2 units of rice in Burma 
Under the assumption of constant costs, these cost ratios in the two countries 
will be the same, whatever be the degree of specialisation. In practice, however 
the law of diminishing returns prevails in all lines of production and. therefore' 
additional quantit.es can be produced only at an increasing cost per unit. What 

increasing Co's!?'" ‘° n “ ‘° ' h ' tow ° f dim '™ hi "g returns or 

When India specialises in cotton, it may be forced to bring into cotton pro¬ 
duction. lands and other factors less suitable to cotton production but more 
suitable to rice. Thus, the cost of production of cotton in India will increase in 

“t^sf hC ° PPOr,UDity ra,i ° «- - "CC in Indu’w'iH 


1 unit of cotton 


1 unit of rice 
1.2 units of rice 



etc. 


Conversely, in Burma, the cost of production of vie* • 
cotton, when Burma proceeds to speciai.se in rice. •T.'STSKSS 
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trade. Land and other factors less suitable for rice but more suitable for cotton 
will be brought under cultivation of rice in Burma. The cost of production of 
rice in terms of cotton consequently will rise as follows: 


1 unit of cotton 


2 units of rice 
1.8 units of rice 


1.6 

1.5 

1.4 

etc. 


»» 


»» 


*» 


Thus, after specialisation has proceeded a certain stage and cost ratios also have 
changed considerably in both the countries, a stage is reached when the cost 
ratios in both the countries become more or less equal, say at one unit of 
cotton= 1.5 units of rice. But as we have shown already, under conditions of 
equal differences in cost, there cao be no international trade since neither of the 
countries stands to gain. Further specialisation will have to stop and India and 
Burma will have to produce both the commodities. Thus, the law of diminishing 
returns or increasing costs is an important limitation on the application of the 
principle of comparative advantage. 

(3) The assumption regarding the mobility of factors is wrong. According to the 
classical school of economics, factors of production are perfectly mobile inter¬ 
nally, but they are absolutely immobile internationally. This supposition is unreal 
and does not accord with facts. There is no perfect freedom for the movement 
of different factors either between industries or between regions within a country. 
This is clear from the existence of different wages and interest rates in different 
occupations and regions. Besides, labour and capital do not move out easily from 
a depressed industry to other industries. Adjustments do take place but only 
slowly and for a considerable period of time, the immobility of factors signi¬ 
ficantly affects prices and through them the course of international trade. 

(4) The assumption that transport cost should be ignored Is also unrealistic. An 
important limitation to the principle of comparative advantage is implied in the 
assumption that transport cost should not be considered. There arc many lines 
of production in which cost of transport is higher than production cost. A 
commodity cannot be exported or imported unless the difference in the cost of 
production between the countries exceeds the cost of transporting it from one 
country to another. The presence of transport costs leads to a third type of 
commodity viz., domestic goods, in addition to export and import goods. An 
easy way to overcome this difficulty is to include transport costs along with 


jroduction costs. 

(5) Existence of transport costs poses another problem too. Many examples 
ay be given to show how one part of a country may import a commodity while 
mother part of the same country may produce and even export it. German port 
owns were long accustomed to import coal from England, even though Germany 
.f was a leading produce of coal in Europe. This was due to the fact that the 
German ports were nearer to England and the cost of transporting coal from 
flatter through the sea was much cheaper. 
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(6) There are practical difficulties to complete specialisation. Frank Graham 
has proved clearly that complete division of labour would be impossible even on 
the assumption of the classical writers. If wc consider two countries, one small 
and the other large (Burma and India, in our example), it may be possible for 
the former to specialise completely in the production of one goods while the latter 
have to produce both goods. In our example, Burma which has special advantage 
in the production of rice will concentrate in the production of rice and export 

its surplus to India, to pay for its import of cotton. On the other hand, India 

being a large country cannot specialise in the production of cotton for two 
reasons: 

(a) Burma cannot buy all the surplus cotton which India can supply; 

( b ) Burma being a small country cannot meet fully India’s requirements of 
rice. 

It is, thus, clear that a small country can go for complete specialisation but a 
large country cannot afford to do so. In this sense, the principle of comparative 
advantage has definite limitations. 

A similar incomplete specialisation comes into existence when wc consider 
two commodities, not of comparable value but one having a high value and the 
other a very low value. It is possible for the country producing a highvaluc 
commodity to specialise but it will not be possible for the other country pro¬ 
ducing a lowvaluc commodity to specialise. Frank Graham remarks: “The 
classical conclusion of complete specialisation between two countries can hold 
ground only when the rice is loaded by assuming trade in two commodities of 
approximately equal consumption value and between two countries of approxi¬ 
mately equal economic importance.** These conditions are rarely fulfilled in real 
world and hence the classical theory of comparative advantage is not realistic. 

(7) Strategic considerations may limit the application of the principle of com¬ 
parative advantage. An important limitation of the principle of comparative 
advantage may arise as a result of a deliberate attempt on the part of a govern¬ 
ment to produce a particular commodity, even though ( a) the country docs not 
have the natural and other resources to produce it, and (6) it may be possible 
to import the commodity cheaply from some other country or countries. Certain 
commodities may be regarded as very essential from the point of view of defence 
and they will have to be produced whether the country has facilities for their 
production or not. India is producing raw jute in Orissa and in some other parts 
of the country, even though Bangladesh has almost a world monopoly of raw 
jute; India’s production of raw jute is to prevent our dependence on Bangladesh. 

(8) Inadequate resources may limit the fall application of the principle of com¬ 
parative advantage. A country like India may have very good resources and, 
therefore, advantage in the production of a commodity, say cotton. India may 
actually be a leading producer of cotton. But the internal production may not 
be adequate for satisfying the domestic demand. In such a case India will be 
forced to import cotton, even though it has advantage in its production. 

Some writers have tried to show that the comparative advantage principle does 
not apply to a country which imports one variety of a commodity while it pro¬ 
duces and exports another variety of the same commodity. In fact, this is no 
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limitation at all. In economic analysis, each variety is considered a separate pro¬ 
duct. India may have considerable cost advantages in the production of coarse 
and medium varieties of cloth but no advantages at all in the production of 
superior or finer varieties. It is, therefore, natural for India to export the former 
and import the latter. 

(9) The principle of comparative advantage is a clumsy and dangerous tool of 
analysis. Bertil Ohlin has criticised the principle as cumbersome and unrealistic 
because it does not straight away consider the complete cost differences in the 
different countries. It does not examine as to what extent the cheapness of pro¬ 
duction in one country is due to low wage, low interest, low transportation and 
other expenses. On the other hand, the principle considers and compares only 
the cost af labour in the two countries leaving out all other cost items. Ohlin 
considers the classical approach dangerous because it considers specifically only 
two countries and two commodities but extends its conclusions uncritically and 
unhesitatingly to actual situations which are complex, involving several countries 
and numerous commodities. 

To conclude, the principle of comparative advantage attempts to show why 
trade takes place between countries, how countries specialise in different commo¬ 
dities and the terms of trade are determined. But the principle has come in for 
severe criticism in the hands of modern economists on the ground that it is 
based on unrealistic assumptions. Bertil Ohlin and many others have argued that 
the principle of comparative advantage is not the basis of international trade but 
is the basis of all trade and exchange, whether it is between individuals or two 
regions in a country, or between two countries. In a general way, each trading 
country exports those goods which it produces at lower opportunity costs and 
imports those goods which it produces at higher opportunity costs than other 
countries. Now those commodities which a country can produce at lower oppor¬ 
tunity costs, are those which require for their production much of the abundant 
factors and little of the scarce factors; while commodities produced at higher 
opportunity costs are those which require much of the scarce factors and little 
of the abundant factors. 


2. TERMS OF TRADE 

Terms of trade refer to the rate at which a country’s exports exchange against 
its imports or they refer to the relationship between the prices a country gets 
for its exports and the prices it has to pay for its imports; as such, they express 
the relation between two sets of world prices. We can take a simple numerical 
example to explain the terms of trade for two countries and two commodities, 
assuming constant costs of production. Wc reproduce below the illustration 
of comparative cost advantage given in the previous chapter. 

In India 

10 days of labour can produce 100 units of cotton 
or 

100 units of rice. 

In Burma 

10 days of labour can produce 40 units of cotton 
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80 units of rice. 

The opportunity cost ratio of production in India is 1 unit of cotton= 1 unit 
of rice. In Burma the opportunity cost ratio is 1 unit of cotton=2 units of rice. 
In case international trade takes place between India and Burma, the terms of 
trade will be determined by the opportunity cost ratios, the actual rate, of 
course, depending upon India’s demand for Burmese rice and Burmese demand 
for India’s cotton. These terms of trade can also be illustrated with the help of 
a figure as follows: 

In the Fig. 47.1 the 0Af-axis represents cotton and OY -axis represents rice. 
We have drawn the opportunity cost ratio line for India 01 and this line has 
been prepared by taking one unit of cotton against one unit of rice. The oppor¬ 
tunity cost ratio line for Burma OB has been drawn on the basis of 1 unit of 
cotton and 2 units of rice. The opportunity cost ratio lines are straight lines 
because of our assumption of law of constant costs. The terms of trade between 
cotton and rice between India and Burma are determined by the mutual elasti¬ 
cities of demand and they are represented by the dotted line OP in the figure. 
In the absence of trade, both countries will have to be satisfied with their 
opportunity cost ratio lines. But when trade takes place, the terms of trade 
represent an advantage for both of them. (India’s gain is FH and Burma’s gain 
is HG. It is, therefore difficult to say whether the terms of trade are favourable 
or unfavourable because the terms of trade line OP represents gain for both the 
countries. 


Y 




Fig. 47.1 


Fig. 47.2 


Th % k 8 T y th ' SPD,e anal * sis - but on the basis of the 

law of diminishing returns or increasing cost. In this figure, the opportunity 

cost ratio Imes have been replaced by what are known as offer curved 

The offer curve of India represents the units of cotton which India wiTbe 

prepared to offer for rice Upto a certain point, India may be willing to 

accept one unit of rice for a unit of cotton; but beyond a certain stage tadta 

demands more than one umt of nee for every unit of cotton exported On the 
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other hand, Burma is willing to offer two units of rice for a unit of cotton; but 
after a certain stage she is willing to offer less than two units of rice. What is the 
reason for this? 

As pointed out already, production is subjected to the law of diminishing 
returns or increasing cost. When India specialises in the production of cotton, 
the cost ratio of producing cotton in terms of rice increases, as shown below: 

1 unit of cotton = 1 unit of rice. 

=* 1.2 unit of rice. 

= 1.4 unit of rice. 

— 1.6 unit of rice, etc. 

As the opportunity cost ratio of production of cotton rises, India will natu¬ 
rally demand a higher price for cotton from Burma (in terms of rice). It is for 
this reason that India’s offer curve is sloping upward and is not a straight line. 
A similar argument holds good for Burma. 

In the Fig. 47.2 the terms of trade line is given by line OP. This line shows 
how both the countries will benefit from trade but it does not show whether the 
terms of trade are more or less favourable. On the other hand, a rise in the 
terms of trade as in Fig. 47.2 reflects an improvement in the terms of trade 
for one country. In Fig. 47.3 the higher terms of trade are represented by 
OP' and are due to India’s reduction of demand for Burmese rice. This is a 
favourable shift to Burma. A shift in the opposite direction would be favourable 
to India. 

So far we have explained the terms of trade as originally developed by 
Marshall and Edgeworth. This analysis is extremely unrealistic and vague. For 

one thing, the analysis is based on 
the assumption of two countries and 
two commodities, but in practice, 
more than two countries and hund¬ 
reds of commodities arc involved. 
Secondly, the theory assumes that 
imports and exports are always 
balanced; this, in fact, is not true. 
Finally, it is not known what would 
be the prices, in the absence of 
international trade. Hence several 
concepts of terms of trade have 
Fis- 47.3 been developed, the most important 

being net and gross barter terms of trade, and single factoral and double faccoral 
terms of trade. 

We shall describe these concepts briefly here. 

Net and Gross Barter Terms of Trade 

Net barter terms of trade take into consideration the exports and imports of 
all goods and services between one country and all other countries in the world. 
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They refer to the ratio of export prices to import prices at a given period as 
compared to an earlier base period. In algebraic form, the net barter terms 
of trade are: 

PE X . P£o 

Ph ' PI 0 

where P stands for price 
E „ exports 

/ „ imports 

0 „ base period 

l „ subsequent period 

More clearly the net barter terms of trade are given by the formula: 

Net barter terms of trade 


_ Index number of export prices 
Index number of import prices X 100 

Suppose the prices of exports have increased by 20 per cent, but the prices of 
imports have gone up by 50 per cent. The net barter terms of trade will be: 

tsoX 100 = 80 

The net barter terms of trade has fallen to 80; a decline below 100 is un¬ 
favourable. On the other hand, if the export prices have gone up by 50 per cent 

trade wi!rbe° rt Pri " S haV * 8 °" e UP by 2 ° P " “ n ‘ only - ,he net bar,e < "™s of 


tIo x 100= 125 

favourable. ^ ,ermS ° f ^ ^ ri *“ *° ,25; a rise above >«> « 

ne ‘ bart " ,erms d0 not anything of what has happened to the 
‘“ S,anCe> fr0,D aD ' iD ^ of trai: 

(а) exports and imports remain balanced, 

(б) less exports are being exchanged for the same imports 

c) the same amount of exports bring in more amount of’imports, 

(d) exports exceed imports but the surplus is invested in foreign countries 

bletha, .* er V ,a balance in subsequent period. b “i a 

deficit at the base period. In other words th* a 

trade of a country is" vague and £T n « JELL'S * 

the nature of international trade of a country It is tn ^ P t ldca about 

that Professor Taussing devised a 

“the gross barter terms of trade**. ° f '*** knoWn as thc 

Gross barter terms of trade relate to the quantity of 

rsstsr another in a 8iven ^ m comp - d ** - i-ss 

Qh ■ QI. 

Quantities of exports and imports may be expressed in tons but this is mi ,i M 
ding (for a ton of gold and a ton of coal are not obviously the same). HwwUt 
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is better to use index number. The quantities are derived by dividing index 
number of values PxQ by index number of price P. The useof gross barter 
terms of trade is much more useful. Suppose, the balance of payments is balanc¬ 
ed when the net barter terms of trade had turned favourably from, say 100 to 
125. This means that the rise in export prices was more than rise in import 
prices by 25 per cent. Since the balance of payments is balanced, this implies 
that the gross barter terms of trade will have declined numerically from 100 to 
80. This is a favourable movement because with a smaller quantity of exports: 

(a) It is possible to import the same volume of imports, 

(b) A large volume of imports is being obtained for the same amount of 
exports, 

(c) or a little of both. 

Factoral Terms of Trade 

According to Professor Jacob Viner the net and gross barter terms of trade 
are not so useful. They are significant only if (a) the balance of payments are 
balanced in the two periods, and (b) these two periods are close to each other to 
ignore large changes in productivity of factors. Accordingly, Professor Viner 
has devised two other concepts of terms of trade to take account of changes in 
productivity. These concepts are known as single factoral and double factoral 
terms of trade. 

Single Factoral Terms of Trade are the prices of imports relative to the prices 
of exports adjusted for changes in the productivity of a country’s factors in the 
production of exports. This concept is quite significant because single factoral 
terms of trade represents the rate at which the services of a country’s factors 
are exchanged for goods from abroad. If export prices fall relative to import 
prices but if productivity efficiency increases a country is positively better ofT. 
This fact is not brought out by the net barter terms of trade. 

Double Factoral Terms of Trade take into account the changes in the produc¬ 
tivity of a country’s factors in the production of exports as well as the increase 
in the efficiency of foreign factors in producing import goods. 

Can a Country Change Its Terms of Trade 

A country can influence the terms of trade, or more precisely, improve its terms 
of trade, only if it can influence export and import prices. It can do so only 
under certain circumstances. If a country, because of certain natural and artificial 
factors, is able to contribute a significant portion of the volume of international 
trade, it will be able to influence international prices. At one time, England was 
in that position. It is also possible for one or a few countries to join together 
and secure a complete or near-monopoly either for exporting a particular item 
or for importing it. In such a case too, world prices can be influenced. In 
practice, however, most countries cannot do so, as they are not important 
enough to turn the world prices in their favour and thus improve their terms 

of trade. . . 

It may, however, be pointed out that even if a country can improve its terms 

of trade, it may not like to do so, as it will not be in its interest to do so. For 
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example, if a country raises the prices of its exports (by restricting exports) and 
reduces the prices of its imports (by restricting imports), it will experience un¬ 
favourable results. Restriction of exports, for instance, will mean the loss of 
foreigQ markets to competitors and the necessity to import less of even the 
most essential items. Restriction of imports will entail loss of satisfaction to the 
local consumers. Thus, favourable terms of trade may be brought about by 
raising the prices of exports and reducing the prices of imports, but favourable 
terms of trade by themselves do not necessarily indicate that a country is 
better off. 


Effects of Chaoges in Terms of Trade 

It is very difficult to say whether any changes in terms of trade arc good for 
a country or not even though the terms of trade might have moved in its favour. 

If a change in the terms of trade is due to a change in demand the country 
whose exports are now demanded more strongly will gain. Suppose India's 
exports are primarily tea and cotton goods and the demand for them increases, 
naturally prices of India's exports rise. If the price of those goods which India 
imports rise less or do not rise at all, then clearly India can obtain more imports 
than before in exchange for a given quantity of tea and cotton goods. 

A favourable change in the terras of trade of a country may not be in 
the interest of a country if it has been brought about by a higher cost of produ- 
° f , a *>»*«: matenal- It is possible that a particular mineral is getting ex¬ 
hausted slowly and, therefore, the cost of producing it rises. If this mineral is 

. b r e '" g * X P°'‘* d ; ,he ex P° rt P" ces Wl11 and may lead to favourable terms of 
trade. But this does not mean that the country is benefitting for actually the 

resource!* mg bccause of the 8™dual exhaustion of a basic mineral 

On the other hand, an unfavourable change in terms of trade of a country 
may take place, as for instance, when the country has introduced some techno* 
logical changes as a result of which the cost of production and the export prices 
have come down. Even though the terms of trade are not favourabfe o h 
defiQ1,ely ^r off because o frise in real income due, ogreS 

It will thus be clear that the effect of changes of terms of trade on national 

income and standard of living cannot always be stated in a positive mann 
Changes in terms of trade associated with a depression may or may not be 
benefi lal depending upon the price of .mports and exports and the natu e of 
imports and exports. During the Great Depression of 1929-33 the term! r 
trade went against India, because of the heavy fall in the priis’of a«riculmr!l 
and other raw materials which constituted India's exports and f , 

nery and manufactured goods. As a result, India suffered heavily during , he 

Great Depression, while Great Britain, the chief exporter to India wasahle ^ 

maintain a higher standard of living for the bulk of her population ’ * * 

It should be noted, therefore, tha, a change in the terms of trade favonrahl, 
or unfavourable, does not help us to understand properly whetber'a counts 
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gaining or losing; low prices of imports and high prices of exports do not 
necessarily mean that the country’s economy is sound. 

Terms of Trade and Technological Progress 

Since the last quarter of the 19th century, there has been a regular decline in 
the prices of primary products relative to the prices of manufactured goods. 
The terms of trade, therefore, have moved against underdeveloped countries 
producing and exporting primary products and in favour of advanced countries 
exporting manufactures. There are two points of view in this question. 

In the first place, some have argued that the primary goods producing nations 
have not really suffered, for the decline in the prices of primary products has 
been due to technological progress. According to them, there has been consider¬ 
able improvement in technology in the production of primary products. 
Accordingly, the quantities of factors required to produce a unit of a commodity 
is reduced and the cost of production has come down. This explains the fall in 
the prices of primary products. A fall in the price of these products (consequent 
to technological growth) reduces the quantity of imports which may be bought 
with a given volume of exports; in other words, the terms of trade have gone 
against the country producing primary products. However, technological pro¬ 
gress also implies less number of factor units going into the production of the 
export products. Ultimately, the nation gives up in its exports the same volume 
of resources for its imports, as before. Hence, unfavourable terms of trade may 
not imply a reduction in the gain from trade for primary products nations, if it 
were attributable to greater technological progress in primary production than 
in manufacturing. 

Some have given altogether different explanation. According to them, techno¬ 
logical progress has been greater in manufacturing than in primary production. 
Prices of manufactures should have declined much more than primary products 
and that the terms of trade should have moved in favour of the primary pro¬ 
ducing nations. But the terms of trade have not moved in their favour because 
(o) the demand for primary products has risen at much lower rate than the 
demand for manufactures, ( b) wages and other costs have tended to rise and 
remain at higher levels in manufacturing countries than in primary producing 
nations, and (c) the industrialised nations have appropriated to themselves the 
benefits of technical progress. 

3. GAINS FROM INTERNATIONAL TRADE 

International trade is good for all the trading countries. It enables a country to 
import a commodity which it cannot produce or can produce only at a high 
cost Further, international trade makes it possible for a country to export a 
commodity and thus get a better market for it so that all the factors responsible 
for production may have higher incomes. It is interesting to observe that every 
country will benefit as an importer as well as an exporter. Just as trade and 
exchange are good for the seller and buyer, similarly international trade is a 

source of benefit for all the participating countries. It is for this reason that 

Adam Smith the founder of the English classical school of Economics, strongly 
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advocated free trade between all countries and the complete removal of all 
obstacles to such free trade. Let us describe the general gains or advantages of 
international trade and also the share of each country in the gains from trade. 

(1) International specialisation. Just as internal trade and exchange lead to 
specialisation between individuals and regions, international trade enables to 
specialise in the production of these goods in which each country has special 
advantages. Each country or region is endowed with certain special facilities in 
the form of natural resources, capital and equipment and efficiency of human 
power. Some countries are rich in minerals and in hydro-electric power. Some 
are blessed with extensive land but have very little of population. Some others 
possess advanced techniques of manufacturing, a very efficient and hard working 
population and plenty of capital equipment. In the absence of trade, every 
country will be condemned to produce all types of goods, even those for which 
they have no facilities of production. International trade, on the other hand, 
will enable each country to specialise in the commodities in which it has 
absolute or comparative advantages. That is, the country which possesses plenty 
of land like Australia will produce wheat and meat and export them. Japan 
which has very little of land but has an industrious population and plenty of 
capital equipment will, produce all types of manufactures but will import goods 
in which it is deficient (particularly raw materials). England will export manu¬ 
factures (in which it has advantage) and import foodstuffs and raw materials. 
Thus, international trade brings about international specialisation and all the 
advantages associated with such specialisation. 

(2) Increased production and higher standards of llviog. It is well-known that 
specialisation leads to (a) best utilisation of the available resources, (6) concen¬ 
tration in the production of those goods in which there is advantage, (c) saving 
of time and energy in production and perfecting of skills in production, and 
( d ) inventing and using new techniques of production. All these indicate one 
basic advantage, viz, increased production. That international specialisation 
can lead to increased production, can be illustrated with the help of the exmaple, 
we have been using to illustrate the principle of comparative advantage. The 
example is as follows: 

In India 

X factors of production can produce 100 units of cotton 

or 

100 units of rice. 

In Burma 

X factors of production can produce 40 units of cotton 

or 

80 units of rice. 

Let us assume that each country possesses 2X factors. When each country 
produces both the goods, by using one X factor unit to produce each commo¬ 
dity, the total production comes to: 
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100 units in India 
+ 40 units in Burma 
100 units in India 
+ 80 units in Burma 


Total 320 units of both the goods. 


Cotton 

Rice 


Suppose trade takes place between the two countries, as a result of which India 
is enabled to specialise in the production of cotton (in which it has greater cost 
advantage) and Burma in the production of rice (in which it has comparative 
advantage). The result will be as follows: 

Cotton 
Rice 

Total 360 units of both the countries. 


200 units in India 
160 units in Burma 


It is thus, clear that total output will increase, if international trade takes place 
and this is a gain for both the countries. Increased output will also mean higher 
standards of living for people in both the countries. 

(3) Equalisation of prices between countries. An important gain of international 
trade—or the effect of it—is the tendency of internationally traded goods to 
have the same prices everywhere. A commodity is cheap or costly depending 
upon its supply. It will be cheap in a country where it is produced with abun¬ 
dant supply of some essential factors; it will be expensive in that country where 
it cannot be produced or where it can be produced at only high cost. Through 
trade, the supply is reduced in the country of its manufacture (and thus its 
price is raised); and the supply is increased in the importing country and thus 
the price is reduced. In this way, there is a tendency for equalisation of prices 
of all internationally traded goods. It is true that perfect equalisation is not 
possible because of the existence of transport costs and also of tariff duties. If 
the movement of goods between countries is made free without any artificial 
obstacles, then international prices will differ only by the amount of cost of 
transportation. For instance, the price of raw cotton will be the same in Bombay, 
Alexandria, Manchester and New York, except for the differences in the cost of 
transportation. 

By bringing about equality of prices of goods, international trade helps 
to bring about equality of prices of the factors. Abundant factors in both 
the countries will command higher demand and, therefore, higher prices also. 
But complete equalisation of factor prices will not be possible in practice. If 
and when factor prices are equal, there will be no tendency for trade itself to 
take place. 

(4) Availability of scarce materials. International trade is the only method by 
which a country can supplement its shortage of resources or certain essential 
materials. There is no country in the world, including the USA and the 
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USSR, which has all the resources it requires. At the same time, there are 
some countries like Malaya, or Indonesia which have been blessed by nature 
with some rare materials like rubber and tin. International trade ensures equal 
access to raw materials for all countries of the world. Many a war has been 
fought by advanced countries for equal access to or exploitation of scarce raw 
materials and petroleum resources. 

(5) International trade and the evolution of modern industrial society. The 
modern industrial society is based on extensive specialisation and large-scale 
production. Both are based on the size of the market. The larger and more 
extensive the market for the products, the greater is the degree of specialisation 
and large scale production. It is for this reason that Adam Smith stated that 
the division of labour is limited by the extent of the market. It is through inter¬ 
national trade that the markets for products have been expanded to cover the 
entire world. Hence, it will be perfectly true to say that the modern industrial 
society could not have been developed in the absence of international trade. 


Division of gains between Countries 

So far we have been discussing about the general gains from trade and the 
arguments usually given in favour of free trade. The question we have to answer 
now is: How much will be the share of each country in the gains from trade? It 
is difficult to give a quantitative measurement of such a division of gains from 
trade. But economists attempt to measure the gains from trade for each country 
on the basis of the terms of trade. Let us take our usual example of India and 
Burma and the two commodities of cotton and rice: 


In India 

The cost ratio of production : % 100 units of cotton «=-100 units of rice 

or 

1 unit of cotton= 1 unit of rice. 

In Burma 

The cost ratio of production : 40 units of cotton=80 units of rice 

or 

A .. 1 unit of cotton=2 units of rice 

The terms of trade will lie between 1 to 2 units of rice for a unit of mttnn 
But what will be the actual terms of trade? As we have seen in 
section, the actual terms of trade at any parTcu 

reciprocal demand, i.e, India's demand for Burma’s rice and Burma’* A ^ a 
for India's cotton. Suppose, as a result oEE ^pro^ dcmTd/th^S 
terms of trade are settled at 1 unit of cotton=1.5 units of rice Inrfi. „! ? 

specialising in the production of cotton and by exporting it to the extent of SO 

.... W ladi. i. p,.p„ ld i m|t of Ito ” £ 
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fore, the gain to India will be less, but the gain to Burma will be more. On the 
other hand, if India’s demand for Burmese rice is more elastic as compared to 
Burmese demand for India’s cotton, then the terms of trade will be closer to the 
rate which Burma is prepared to accept (i.e. 1 unit of cotton=2 units of rice) 
and therefore, the gain to India will be more, but gain to Burma will be less. 
Thus, the share of each country in the gain in international trade will depend 
upon the terms of trade, which in turn, depends upon reciprocal demand or 
mutual elasticities of demand. The analysis becomes more complicated if we 
take more than two countries and more than two commodities. 

We can give a simple diagrammatical representation of the division of gains 
from trade between two participating countries. In Fig. 47.4 we represent 

cotton on the OX -axis and rice on 
the OY- axis. Line OI represents 
the opportunity cost ratios of 
cotton to rice in India. Line OB 
represents the opportunity cost 
ratios of cotton to rice in Burma. 
The terms of trade will have to 
lie between these two opportunity 
cost ratio lines. We have given 
the offer curves of the two count¬ 
ries; India’s offer of cotton for 
* rice and Burma’s offer of rice for 

Cotton cotton. At the point where the < 

Fig 47.4. two offer curve intersect, the terms 

of trade will be settled. This point is £. India’s gain is equal to DE\ for, India is 
prepared to accept CD units of rice for OC units of cotton (this is the cost ratio 
within India) but she is able to get CE units of rice. Burma's gain is given by 
EF. For, Burma is willing to give as much as CF amount of rice importing OC 
units of cotton but actually gives up only CE units of rice. Thus, both the trad¬ 
ing countries gain from trade. 

We may give the concrete example of Britain and the United States which 
grew rich through mutual trade. Britain grew rich not only by exporting manu¬ 
factured equipment such as steel rail and locomotives and earning good interest 
income from investment in the United States but even more by gaining access 
to vast new supplies of food and raw materials to feed her growing industrial 
towns. The United States, on the other hand, grew rich by exporting and 
borrowing to equip itself rapidly with modem means of production and trans¬ 
portation. 

A very good case can be made for free trade for countries like the United 
States on the ground that: 

(a) National power and interest of large countries warrant large scale produc¬ 
tion based on international trade. 

(b) Only through international trade, backward and industrially underdevelop¬ 
ed nations can be helped to raise their level of production and employment. 

(c) In a broad way, it is possible for economies to go for full employment 
and stable incomes and at the same time encourage international trade. 
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Disadvantages of International Trade 

While, on the one side, economists have consistently upheld the benehtsol 

free trade to nations, the governments, on the other hand, have mtroduccd 
restrictions on the flow of trade between countries. Th.s .son the ground that 
international trade has certain disadvantages which governments cannot ignore. 

In the first place, international trade, leading to international specialisation 
may result in wrong and lopsided development of a country. International spe¬ 
cialisation is good for strong and economically advanced countries but bad for 
weak nations. In the past, industrial countries like England became more indus¬ 
trialised through selling their manufactures in the backward countries and forcing 
the latter to remain primary producing countries. Colonial exploitation of 
African and Asian countries by the European countries is the direct result of free 


trade. 

Secondly, international trade makes a country dependent on other countries 
and this may prove dangerous during a war. Suppose India depends on Iran 
for imports of some essential products, say petrol. India will not be able to 
get them in times of war. Hence, it will be necessary for a country to produce 
at least a small quantity of these essential goods to remove its dependence on 


others. 

Thirdly, international trade may make people accustomed to cheaply manu¬ 
factured foreign goods and thus destroy local industries. A good example was 
the destruction of Indian handicrafts, particularly cotton textiles, through free 
and unrestricted imports of English textiles. 

Fourthly, interests of the future may be sacrificed for the benefit of the pre¬ 
sent. For instance, India may be rich in minerals and may export them in order 
to benefit from international trade. India has been exporting iron ore and many 
other important minerals to other countries. At a later stage when local indus¬ 
tries come up, they will be handicapped because of the exhaustion of essential 
minerals. 

Finally, international trade has been responsible, to a certain extent, for one 
country to experience the adverse effects of a business recession in another 
country. For example, it was the depression in America in 1929 which spread to 
the rest of the world. American prices fell, resulting in the fall in American in¬ 
comes and American demand for foreign goods. The prices and incomes of 
other countries also fell. It will be in the interest of a country to isolate itself 
from such consequences. 

| These are good arguments against international trade but they are not sub¬ 

stantial enough to refute the case we built for free trade through our emphasis 
\ on the gains from trade. 
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MODERN THEORY OF INTERNATIONAL TRADE 


WfALRAS, Pareto and Gustav Cassel developed a theory of value to explain 
pneerelations in a single market. This price theory has been called the general 
equilibrium theory or mutual interdependence theory of value. Bertil Oblin, the 
Swedish economist, in his book. Interregional and International Trade (1933) 
has attempted to extend this general equilibrium theory to the domain of inter¬ 
national economics, and has successfully expanded the value theory applicable 
to a single market to deal with exchange between different regions within a 
single country or between different countries. 

0 

1 . INTER-REGIONAL Vs INTERNATIONAL TRADE] 

Before we explain Ohlin’s theory of international trade, we will have to explain 
Ohlin’s much quoted statement: “International trade is but a special case of 
interlocal or interregional trade”. It is Ohlin’s contention that the type of analysis 
applicable to inter-regional trade may generally be used without substantial 
change in dealing with problems of international trade for, fundamentally local 
and inter-regional trade on the one side and international trade on the other, 
resemble each other. In other words, there is no need and hence justification in 
developing a special theory of international trade as the classiscits did. 

In the first place, the principle of comparative costs which is the basis of the 
classical theory of international trade does not apply exclusively to international 
trade. As Ohlin points out, this principle is at the bottom of all trade, whether 
it is specialisation and exchange between individuals or between different 
districts of the same region, or between different regions of the same country or 
between different nations. The source of all exchange or trade is the same viz., 
the relative advantage enjoyed by one producer in the production of a commodity 
as compared with another. Ricardo gave expression to this principle as follows: 
“The two men can both make shoes and hats, and one is superior to the other in 
both employments but in making hats he can only exceed his competitor by one- 
fifth or 20 per cent, and in making shoes he can excel him by one-third or 33 per 
cent. Will it not be for the interest of both that the superior man should employ 
himself exclusively in making shoes and the inferior man in making hats”? 
Ohlin gives expression to the same principle of comparative cost in the follow¬ 
ing words: 
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“Regions and nations specialise and trade with each other for the same 
reasons that individuals specialise and trade. Some persons are better fitted by 
temperament for one work than another; one is a better gardener, the other is 
a better teacher, while the third proves an excellent doctor. The gardener would 
prove a poor teacher, and the teacher a poor doctor and so on. Thus, the gain 
from specialisation is clear. Even if every individual were equally alike in ability 
it would pay to specialise". It is clear, therefore, that the feature of comparative 
cost or relative advantage which has been made the basis of a special theory of 
international trade, is not in fact, an exclusive monopoly of international trade. 
As Pareto remarked, the consideration of relative advantage "is not peculiar to 
international trade; it can be applied also to individuals who form an economic 
unit." 

The second argument of Ohlin against a separate theory of international 
trade concerns with the classical assumption of immobility of factors of produc¬ 
tion. According to the classical school, factors of production are freely mobile 
within a country but immobile between countries. Immobility of the factors of 
production between nations is often considered the main justification for a 
separate theory of international trade. But Ohlin points out that immobility of 
the factors of production is not a peculiar feature with international trade only. 
It is equally present as between different parts or regions of the country. This is 
very clear from the existence of different levels of wages and interest rates in 
different industries and regions within a country. Cairness, a 19th century econo¬ 
mist, who had contributed to the refinement of the classical theory of interna¬ 
tional trade, introduced the concept of "non-competing groups" residing within 
every country and every region within a country." Farm workers, for example, 
do not become factory hands and vice-versa. The larger the size of a country, 
the greater will be the differences in wages and interests as between different 
trades and regions in the same country. Thus, immobility of factors is common 
both for international as well as inter-regional trade. 

Moreover, as Ohlin points out, immobility of factors between countries is 
only relative. Ohlin cites many examples to show how labour and capital from 
Europe had migrated to many parts of the world as and when favourable oppor¬ 
tunities had presented themselves. South American countries, Canada, United 
States, Africa and many others have experienced tremendous progress through 
the influx of labour and capital from Europe. Ohlin, therefore, concludes that 
the question of mobility of the factors of production as between countries and 
regions is at bottom a question of differences of degree only and not of kind. 

Thirdly, a separate theory of international trade is sought to be justified on 
the basis of existence of different currency systems in different countries. It is 
said that different countries have different currencies and that international trade 
has to be undertaken through the medium of exchange rates. It is further point- 
ted out that the necessity to carry on international trade through the medium 
of fixed or flexible exchange rates leads to modification of prices of the goods 
in the two countries. But Ohlin states that the rate of exchange between two 
currencies is not determined in isolation but is intimately related to other price 
and cost relationships. The rate of exchange of a currency indicates the external 
purchasing power of that currency and this is intimately connected to and 
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reflects the internal purchasing power of money. Therefore, there is no necessity 
to make any fundamental distinction between interregional and international 
commerce. Moreover, we can give instances to show that the existence of two 
currency systems need not necessarily imply international trade. A good exam¬ 
ple of the exchange between two regions in a single country through the medium 
of two currencies is that of the former state of Hyderabad, and the rest of India 
before and even immediately after Independence—between Osmania currency 
and the Indian currency. Ohlin’s conclusion in this respect is quite significant. 
“The most important distinction to be made is not between the theory of inter¬ 
national commerce and that of national commerce but between a theory of price 
for a single market and a theory of prices that is valid for several markets.** 

According to Ohlin, therefore, the type of analysis- general equilibrium 
analysis applicable to inter-regional trade may generally be used without sub¬ 
stantial change in dealing with problems of international trade. Nations, accor¬ 
ding to Ohlin, are only regions distinguished from one another by such obvious 
marks as national frontiers, tariff barriers and differences in language, customs 
and monetary systems. But in practice we have found that political boundaries 
and tariff barriers and other differences and obstacles to free flow of goods and 
factors between two countries have not always been permanent. Frontiers change 
and tariff walls collapse. Hence, regions may be identified with nations and 
interregional trade may be the same as international trade. But a region may 
differ from a nation in two ways. 

In the first place, some regions which are economically homogeneous may ' 
form two nations politically. A good example of this is Bengal, the eastern part 
of which was Pakistan while the western part formed part of India. But East 
Bengal (now Bangladesh) was economically more closely linked with India than 
with the rest of Pakistan. Historically, East Pakistan (now Bangladesh had been 
part of the rest of India. It is Ohlio’s contention that these two nations should 
be treated as one region, allowance, of course, being made for such artificial 
barriers as tariffs and monetary systems. In such cases it will be noticed that 
similarity of resources, the mobility of labour and capital, pattern of industrial 
and other development and long established trade habits will be of far more 
basic importance than political boundaries. Again in each Case, the respective 
Governments normally recognise the mutual inter-dependence of the two 
national regions and introduce many exceptions to border trade 

The second difference between a region and a nation may arise when a very 
large nation like India or USSR, or USA, may contain within itself more than 
one region. India, though politically one nation, consists of many economic 
regions, differing widely in their supply of factors of production. 

In spite of these differences, fundamentally a region and a nation may be 
identical. The principles which are used to explain pricing and exchange in a 
single local market may also be extended and applied to pricing and exchange 
involving many markets and many regions. Basically, trade takes place because 
of differences in costs and prices. This is so irrespective of the extent of area or 
region covered. International trade, therefore, is a special case of inter-local and 
inter-regional trade. Ohlin says that it is a special case because he wants to 
bring out some of the differences which exist between regions and nations. 
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Otherwise, we can very weU say that it is only an extension of interlocal and 
interregional trade. 

2. GENERAL EQUILIBRIUM THEORY OF VALUE 

briefly this general equilibrium theory of value and later expla.n 

,h The y price £££«* is determined by the demand for and supply of 
that commodity. Now the demand for any goods depends upon the wants, pre¬ 
ferences and desires of consumers, and their incomes and availability and pn« 
of other goods. The supply of a commodity depends upon the poss.b.l. y of pro- 
ducing it viz., upon the supply of factors of production and the phys.cal and 

' C At"!he' point of 1 equilibrium, demand and supply will be equal and at that point, 
the price of the product will be equal to the cost of production (cost will include 
the nrofit margin also). But the cost of production of a commodity will be com¬ 
posed of the prices of all those factors of production which enter into the pro- 

Auction of the commodity. „ . ,. . . 

Let us go a step further. The prices of the factors of production which form 

the cost of production, are determined by the demand for and supply of the 
factors will depend ultimately upon the demand for the finished goods-for 
factors of production are required so as to produce those goods which directly 
satisfy consumer's demand. The greater the demand for a finished product, the 
laraer will be the demand for all those factors which produce that product. The 
aggregate demand for a factor will obviously be the sum total of the quantities 
of that factor required in all industries. Now, the supply of the factor will vary 
with the prices available for these factors. We can summarise the above argu- 
roents, as follows: 


Price of a Product 


Demand 

Wants and 
desires 


for^the 

Price of 
other goods 


i 


Product 

Income of 
Consumers 


Supply of the Product 

Cost of Production Technique of 
(Price of Factors) Production 

i_ 


Demand (or Factors 
Demand for the Product 


Supply ot Factors 
Price of Factors 


Two points of interest should be noted. Firstly, the demand factor is the 
result of the demand for goods. Secondly, the income of consumers on which 
demand depends to a large extent is the result of price received by factor owner* 
for the services of factors of production. The prices of commodities depend 
upon the prices of factors of production which in turn depend upon the former 
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and so on. Ohlin, thus, brings out the mutual inter-relationships and inter-depen¬ 
dencies of prices of commodities, prices of factors of production, consumer’s 
incomes, the demand for finished goods, the demand for and supply of factors 
of production, etc. The whole thing constitutes a complex group of interacting 
and intimately interrelated forces, each exerting its influence simultaneously with 
all the others—everything depending upon everything else. If we assume full 
mobility and divisibility of factors within each market and also further assume 
that the supply of factors is known and constant, we can show how the price 
system of each market contains the following five sets of functional relation¬ 
ships: 

(a) The price of a commodity is equal to its cost of production. 

(b) Demand for each commodity is a function of the prices of all commodi¬ 
ties and the income of the consumers. 

(c) The income of an individual depends upon the quantity of factor services 
he owns and their prices. 

( d ) The demand for a factor of production is equal to the supply of the 
factor, which is assumed to be given and constant; and 

(e) The quantity of a factor needed for the production of a commodity 
depends partly upon the physical conditions of production and partly upon the 
price of factors of production. 

From these five sets of relations, it can be inferred that in each region, at any 
moment, all the prices of goods and factors of production arc ultimately deter¬ 
mined by four basic conditions, two of which relate to demand and the other 
two to supply. These four conditions are: 

1. Wants and desires of consumers. 

2. The conditions of ownership of the factors of production which affect in¬ 
comes of individuals and through incomes, their demand. 

3. The supply of factors of production. 

4. The physical conditions of production. 

If these four conditions are given, both factor and commodity prices can be 
deduced from the five sets of relationships we have mentioned above. 


3. OHLIN'S THEORY OF INTERNATIONAL TRADE 


We can now explain Ohlin’s theory of inter-regional and international trade. 
Ohlin starts by pointing out the obvious similarity between individual speciali¬ 
sation or division of labour and interregional specialisation in production. 
Individuals specialise in some line of economic activity according to their talents 
or aptitudes and as a result both individual and social production is maximised. 
In the same manner, different regions vary as to the endowment of productive 
-leents—some have fertile lands, some others have rich mines while still others 
mav have plenty of capital. It would be to the advantage of the region as well 
“ ; he nat ion if each region specialises in producing those goods and services for 
which its productive factors are most suited. The second point that Ohlin brings 
1, here is that the variation in productive factors is a cause of interregional 
oul . . aQ( j tra( j Ct just as differences in individual aptitudes arc the cause of 

exchange between individuals. 
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From these two points, Ohlin concludes that the “immediate cause of inter¬ 
regional trade is always that goods can be bought cheaper from outside in terms 
of money than they can be produced at home”. In other words, the immediate 
cause of interregional trade in goods is to be found in price differences. 

Now, the question is, under what circumstances will the relative prices be 
different in different regions? Differences in relative prices will depend upon the 
demand for and supply of a commodity in the two regions. From the single 
market theory we have analysed above, it will be clear that demand for a com¬ 
modity depends upon: (fl) wants and desires of the consumers, and ( b ) the con¬ 
ditions of ownership of the factors of production which affect individual income 
and thus demand; and that supply of commodity depends upon (c) the supply 
of productive factors, and (d) the physical conditions of production, which as 
Ohlin stated are everywhere the same, and hence may be left out of account. 
Consequently, difference in commodity prices depends upon demand conditions 
i.e . (a) and ( b ) and the supply of factor services (c) all taken together. 
Relative prices of all commodities will be identical in the two regions, if: 

(a) the conditions determining the demand for goods— i.e. wants and prefe¬ 
rence of consumers as well as their incomes—are identical in both the regions; 

(, b) the factors of production are available in the same proportion in both the 
regions; and 

(c) any differences in the supply of factors are balanced by an exactly com¬ 
pensating difference in demand conditions. 

These three conditions may not hold good and there may be differences in 
relative factor supplies as well as demand. As a result, there will be differences 
in the relative factor prices and hence in relative commodity prices. Basically, 
therefore, it is difference in the relative “scarcities of productive factors"—the 
supply of factors of production in relation to demand—that is a necessary con¬ 
dition for the opening of trade between regions. It should be noted that of the 
three conditions we have mentioned above it is practically inconceivable to 
imagine that the first and the third will exist at any time; that is, that the 
demand for goods in the two regions will be identical and that it will exactly 
offset the differences in the supply of factors of production. Ohlin’s conclusion 
can be stated as follows: 

(1) The immediate cause of inter-regional trade is the difference in commodity 
prices in the two regions. 

(2) Inequality of differences in commodity prices arise as a result of differences 
in the supply of productive factors in the two regions. 

A country like Australia possesses plenty of land but very little of labour and 
capital. Land is cheap in Australia while other factors are relatively dear. Conse¬ 
quently, commodities which require large quantities of land but very little of 
labour and capital-such as wheat, wool, meat, etc. will be cheap in Australia. 
In a country like England, on the other hand, capital is abundant while there is 
a great scarcity of land. Hence, those products which require plenty of capital 
will be cheap in England. Ohlin’s conclusion, in his own words, is “Roughly 
speaking, abundant industrial agents are relatively cheap, scanty agents rela¬ 
tively dear in each region. Commodities requiring for their production much of 
the former and little of the latter are exported in exchange for goods that call 
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factors in the opposite proportions. Thus, indirectly factors in abundant supply 
are exported and factors in scanty supply are imported’*. 

We know now that the basis for interregional and inter-national trade is the 
difference in relative commodity prices and ultimately difference in .relative 
supply of factors of production. Further, we know that differences in relative 
factor supply only indicate that some commodities will be relatively cheaper 
than others. But it is not sufficient in itself to determine what particular commo¬ 
dities will be traded. To know this, the buyers in each region should be able to 
compare the price of home-produced goods with those of foreign-produced 
goods. For this comparison, we require either the use of a common currency or 
of two currencies which are connected by means of an exchange rate. 

Suppose, India and Pakistan are two regions which have the same currency 
system. In the absence of any trade relations between them, prices will be deter¬ 
mined for the different goods according to the respective internal demands. But 
with the establishment of trade relations between them, the demand of each 
region is brought directly into contact with the price system of the other region. 

To the domestic demand for the goods of relatively cheap factors will be added 
the foreign demand for the same. At the same time, domestic demand for the 
products of relatively costly factors will be shifted to the other region. As a 
consequence of the impact of reciprocal demands, the relative price will be 
different and an equilibrium will be attained when an equal value of goods will 
travel between both the countries. 

Suppose, India and Pakistan arc having different currency systems. The rale J 
of exchange between the two currencies becomes an additional variable which 
will have to be taken account of. For, the difference in relative factor prices can 
reveal itself in the form of absolute difference in relative factor prices which can 
reveal itself in the form of absolute difference in commodity prices (which is the 
immediate cause of trade) only through the rate of foreign exchange. The rate of 
exchange will be the medium through which reciprocal demands act upon prices 
in both the regions. We can illustrate this with the help of the following table. 


Table 1: Showing comparison of factor prices In two regions whh different currencies. 


Factors of 
Production 


Factor Prices in 
Pakistan India 

Rs ^ 


Factor prices in India, Factor prices In India 
when the rate of ex - when the rate of ex¬ 
change is 1 Pak change is ! Pak. 

Re—1.5 Indian rupees Re—2 Indian rupees 



, first column, we have shown factors of production as A, B , C, D. E 
d Finboth the countries. The second and third columns show how factor 
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prices are different in the two regions-in Pakistan, the factor service costs one 
rupee uniformly; in India, however, the price for each factor is different. In 
India, factor A is the cheapest and F the dearest. However for purposes ot 
trade, not relative cheapness but absolute cheapness in terms of common 
currency unit is important. This will depend upon the rate of exchange. The 
fourth and fifth columns in our table show the factor price in India in terms of 
Pakistani rupee. When the rate of exchange is 1.5 Indian rupees for one 
Pakistan rupee, the first five factors are cheaper in India and the sixth factor is 
dearer. If the rate of exchange is two Indian rupees for one Pakistan rupee, 
only factors A, B and C are cheaper and the rest are dearer in India. In the 
latter case, India will produce those commodities which require large amounts 
of A, B and C (the cheap factors) while Pakistan will concentrate on the goods 
requiring large amounts of factors D, E and F. The "cheap factor products" 
would constitute the exports and "dear factor products" the imports of each 
region. Thus, the rate of exchange shows which of the factors are cheap and 
which are dear in each region. But it should be realised here that the rate of 
exchange does not determine whether a factor is cheap or dear. Just as the 
prices of factors are determined by reciprocal demand, the rate of exchange too 
is determined by the same fundamental force of reciprocal demand, the rate of 
exchange too is determined by the fundamental force of reciprocal demand. The 
rate of exchange should be such that imports and exports should be made equal, 
and given the conditions of factor supply in both the regions, domestic demand 
and reciprocal demand for each other’s products should also be equal. 

We can now summarise Ohlin’s theory as follows: 

(1) The immediate cause of inter-regional trade is the inequality in relative 
commodity prices in the two regions. 

(2) Differences in the relative scarcities of the factors of production give rise 
to dissimilar scales of relative commodity prices. 

(3) Relative price differences are translated into absolute price differences upon 
the establishment of a rate of exchange. This will indicate as to what com¬ 
modities each region will specialise. 

(4) The rate of exchange and the value of inter-regional commodity trade are 
determined by reciprocal demand. 

The modern theory of international trade as Ohlin pointed out, is applicable 
to any number of regions, without in anyway altering its method or conclusions; 
such an extension will only make the theory more ‘complex*. Secondly, regions 
identical as to productive factor equipment would still have a perfectly valid 
reason for specialising and trading owing to the fact that production for larger 

market— both domestic as well as foreign, would permit the region to acquire 

superiority or economies through large scale production. According to Ohlin, 
economies of large-scale production create an additional basis for inter-regionai 
trade. Two regions with identical relative prices may well specialise in produc¬ 
ing goods whose purely domestic market is too small to permit large scale 
operations to develop. Thirdly, Ohlin explains the quantitative differences in the 
three factors of production vir., land, labour and capital and how these factors 
can be conveniently classified under different groups for purpose of inter-regional 
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comparison. Fourthly, Ohlin discusses the problem of international price rela¬ 
tionships with the scarce factors and transport costs taken into full account. 
Ohlin shows how costs of transfer reduce trade and weaken its effects upon 
prices. Lastly, Ohlin brings out the barriers to inter-regional mobility of factors 
and also explains how factor movements may act as a substitute for movement 
of commodities. 


Classical and Modern Theory of International Trade—A Comparison 

Ohlin contended that his theory was different from and superior to the classi¬ 
cal theory of international trade. Most economists have come to accept Ohlin’s 
claim. But it is possible to reconcile Ohlin’s theory of international trade with 
the classical theory as re-stated by the German economist Haberler. According 
to Haberler each trading country exports those goods which it produces at 
lower opportunity costs and imports those goods which it produces at higher 
opportunity costs than other countries. Now those commodities which a country 
can produce at lower opportunity costs, according to Haberler, are those which 
require for their production much of the abundant factors and little of the 
scarce factors; while commodities produced at higher opportunity costs are 
those which require much of the scarce factors and little of the abundant 
factors. Thus, Ohlin’s theory may be combined with Habcrler’s re-statcment of 
the classical theory of international trade. 

In one respect, Ohlin’s theory is definitely superior to the classical theory in 
that it begins with and carries out to their logical conclusion the principles of 
value theory accepted by all, including the neo-classical economists. Ohlin proves 
conclusively that there is no fundamental difference—but only quantitative 
difference -between inter-regional and international trade and that the theory of 
value of a single market can be conveniently expanded to explain value in many 

01 But Ohlin’s theory is far more complex than the classical simple labour cost 
explanation. This is so because {a) the theory of value on which it is based is 
far more complex, and (b) the facts it seeks to explain are also complex. But it 
should be conceded that Ohlin’s theory, though complex and complicated, is far 
more adequate than the classical theory whose foundations are too simple and 
hence shaky Ohlin’s theory makes possible a decidedly more flexible and 
realistic discussion of international trade and international economic problems 
than does the simple but unrealistic classical theory. 

4. EFFECTS OF INTERNATIONAL TRADE 


he most obvious effect of international trade is the tendency towards equal.sa- 
h Tr^mmoditv prices in all the regions. Perfect equalisation, however, is 
011 ° f hie because of the existence of obstacles to trade such as the cost of 
-ansfer and tariff. The prices of internationally traded goods will tend to differ 

y A hC ,Tr obvio us^c^t^©^international trade is the tendency towards equalisa- 
Another ob factors in a region will have reduced demand since 

ion of factor pn , d and consequently, the prices of the scarce factors 

heir products wui u* v 
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will tend to fall. Abundant factors in a region, however, will have a higher 
demand (since their products will be exported to other regions) and consequently 
higher prices. Exactly, the opposite movement will hold good in other regions. 
International trade brings these prices more into line with factor prices in other 
regions where the supply position is just the opposite; factor prices, therefore, 
tend to become more equal. 

But perfect or complete equalisation of factor price will not come into exis¬ 
tence at any time for two reasons. Firstly, it is difficult to have perfect adapta¬ 
tion of demand to the highly varying local supplies of different factors of 
production. Secondly, if and when such equalisation is possible international 
trade itself stops (for international trade takes place because of differences in 
factor prices) and when trade stops, the original differences in the supply of 
factors in the two regions will again come into existence. 

We should explain here another effect of international trade on factor prices 
and factor supplies. We explained above that as a result of international trade, 
factor prices in the different regions tend to become equal. We pointed out that 
due to international trade scarce factors will have smaller demand because their 
products will be imported and hence their prices will fall. Now a depression in 
prices for scarce factors might cause a contraction of scarce factors while a rise 
in prices for abundant factors might cause an expansion of these abundant 
factors. The net result will be that international differences in factor supply may 
be further increased instead of being decreased as we argued in a previous 
paragraph. It is very difficult, therefore, to forecast the exact reactions of factors 
of production. 

Another important effect is the gains of specialisation which international 
trade makes possible. From the point of view of efficient use of factors of 
production and maximisation of output, it would be most unfortunate if no 
trade existed between nations, whose endowments of productive factors differed 
considerably. In each region or country, waste and loss would attend all attempts 
to produce economic goods which it was indifferently suited to produce. On the 
other hand, if regional specialisation and the equalisation of the price of 
economic goods could be complete between regions, the factors could be used 
for the most appropriate purposes and regions. Each region would gain by 
receiving from other regions commodities which could not be produced at all at 
home or could be produced only at a higher cost. The effect of international 
trade would be to remove the advantage of uneven distribution of factor 
supplies as between different regions. This beneficial effect would not be fully 
achieved to the extent that barriers exist preventing full development of inter¬ 
regional trade. 

Lastly, we should mention the paramount significance of international trade in 
the evolution of the modern industrial society. Specialisation and large scale 
production, introduction of elaborate capital instruments and exploitation of 
such natural resources as petroleum and rubber would hardly have been possible 
without international trade. In short, the 20th century industrial structure of 
,society would have been impossible without international trade. International 
trade, therefore, is the basic force behind the modern industrial society. 
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To conclude, international trade tends to equalise commodity as well as 
factor prices, raises the real incomes of nations through specialisation, influences 
both the volume as well as the nature of demand for goods and lastly is the 
source foundation of modern industrial society. 

5. INTERREGIONAL FACTOR AND COMMODITY MOVEMENTS 

Land and natural resources are largely immobile and, therefore, the problem 
of factor movement concerns those of labour and capital only. The chief obstacle 
to movements of labour is psychological—dislike for change in occupation, in 
locality and environment, for change from the known and the secure to the 
strange and uncertain etc. This psychological aversion to transfer is reinforced 
by differences in language, customs and social institutions. Even where psycho¬ 
logical factors have been favourable to movement—favourable conditions may 
be the presence of sub-human economic conditions, religious and political 
persecutions, etc. in the country—lack of financial resources be also considered 
an obstacle to the mobility of labour. The chief obstacle to mobility of capital 
is also psychological. The owners of capital are generally reluctant to shift their 
wealth from one nation to another because they may not be able to have direct 
supervision over the utilisation of their capital in the foreign country. They 
may also feel that a greater clement of risk is involved in the foreign country. 

In spite of these obstacles, however, labour and capital do move from one 
region to another, the cause of such factor movements being higher wages or 
higher interest rates. Wages and interest rates in the region to which the factors 
flow should be high enough to induce factors in other regions to overcome the 
psychological and other barriers. 

Factors, therefore, move from the region where their reward or price is low, 
to the region where it is high. In other words, they move away from the region 
where their supply is abundant, to the region where there is a scarcity. Asa result 
of factor movement, the supply is reduced and consequently their reward rises 
in the first region, while the supply is increased and consequently, their reward 
declines in the second region. Thus, interregional mobility of factors brings 
about an equalisation in the prices of factors. 

We have in fact, two propositions before us: 

(1) Interregional exchange of commodities tends to equalise not only commo¬ 
dity prices but also factor prices; and 

(2) Interregional mobility of factors of production also tends to bring about 
equalisation of factor prices. 

We propose to demonstrate here the relation between factor movements and 
commodity movements. 

On the one side, factor movement may be made unnecessary by trade between 
regions. Or, in orher words, movement of goods will take the place of movement 
of factors. If there is no trade between two regions, differences in prices of 
commodities as well as of factors of production will be considerable. But when 
interregional trade is established between the two regions, commodity prices as 
well as factor prices tend to be equalised. The greater the movement of com- 
dities (i.e. the volume of trade) and lesser the obstacle to trade, the more 
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perfect will be the equalisation of commodity prices as well as factor prices. 

If factor prices are equal there can be no movement of factors between regions. 
The obvious conclusion is that trade renders unnecessary the interregional 
movement of capital and labour and that the movement of goods takes the 
place of movement of factors. 

But there is another side to the picture. Factor movements may act as a 
substitute for the movement of commodities. If there are interregional differ¬ 
ences in factor equipment, movement of factors may take place if the differences 
in factor prices between two regions are high enough to warrant such a move¬ 
ment. Factor movement leads to equalisation of factor prices in the two regions 
and ultimately through equalisation of commodity prices, (for, if factor prices are 
equal, commodity prices should also be equal) it leads to the reduction of the 
need for and the volume of interregional trade. In this manner, factor move¬ 
ment may act as a substitute for the movement of commodities. 

It should be clear, that both interregional trade as well as interregional factor 
movement have the same efTect on interregional price equalisation. But the 
increase of one always results in the reduction of the other. An increase in trade, 
say through improvements in the means of transportation, will result in greater 
equalisation of prices of commodities as well as of factors; consequently, factor 
movement will be reduced. On the other hand, if mobility of factors increases, 
there will be greater harmony between their prices in the two regions and this 
will remove part of the exchange of commodities—trade will contract. Ohlin 
says, “Everything depends upon the intensity of the reaction of factor prices and 
therefore, movements when trade varies; and upon the intensity of the reaction 
of commodity prices and, therefore, trade when factor movements vary." 

Ohlin then explains that there can be cases of only movement of commodities 
between regions. This movement may cause such a high harmony between 
prices in the two regions that there may be no need for interregional movement 
of capital and labour. Even if there may not be perfect equalisation of commodity 
and factor prices, the differences in factor prices may be so small as to prevent 
mobility of factors. In such cases, mobility of factors has no influence on prices 
or production. 

On the other hand, it is theoretically possible to visualise a situation in 
which there is only factor movement but no movement of goods between 
two regions. But this is not found in practice and so, according to Ohlin, either 
commodities alone or both commodities as well as factors move between the 
different regions. 

It is important that these two tendencies towards price equalisation are given 
proper emphasis in any study of variations of international trade. Ohlin states: 
“Variations which would increase price discrepancies will be counteracted both 
by a change in trade, which directly affects commodity prices and indirectly 
factor prices, and by a change of factor movements, which affects the latter 
prices directly and former indirectly. The tendency towards price equalisation 
thus operates in two ways.” 

We can now proceed further, since we have found the basic relationship bet¬ 
ween movement of goods and movement of factors between regions. What will 
be the influence of increase in factor movements on the volume and character of 
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trade. From the above discussion, the obvious answer to this question will be 
that the volume of international trade will contract when factor mobility 
increases. But in practice, other considerations may also have to be weighed. 
The volume of trade depends upon three factors: 

(a) Inequality in the supply of factors; 

(ft) The volume of demand in different regions—this depends upon the size 
of respective regional or national incomes, and 
(c) The direction of demand. 

All the above three conditions are influenced by factor movements. 

As a result of increased mobility of factors, the supply of productive factor 
is reduced in one region and increased in another. (Ohlin gives the example of 
movement of labour and capital from Europe to South America.) Total income 
in the former will be considerably reduced as compared to the latter. The 
volume of trade i.e. movement of goods has incre ;ed considerably between 
these two regions and at the same time the supply of factors is becoming similar 
to that of Europe. 

The volume of trade depends also on the volume of demand which in turn 
depends upon incomes. Factor movements may affect demand in two ways. 
Firstly, they may change the relations between total incomes in various region?. 
Normally, factors move from regions with relative abundance of supply to 
regions with scanty supplies. They increase the volume of national income in 
the second country and thus are responsible for the increase in the volume of 
international trade. Secondly, factor movements may bring about increased 
effectiveness in the utilization of factors and thus raise the volume of production 
of income everywhere and thus, raise the volume of interregional trade as well. 
Lastly, factor movements may effect the nature of interregional trade as well. 
Lastly, factor movement may affect nature of demand and through it may 
influence the volume of international trade. 

From the above discussion, it is difficult to come to a definite conclusion as 
regards the nature of influence of increased factor mobility on the volume of 
trade Theoretically, it will lead to equalisation of factor prices and commodity 
prices and thus, the cessation of trade. But in practice, it may result in increase 
in the volume of trade if influences on the three factors arc positive. 

We can now pose the opposite question to the one we have discussed 
above What will be the influence of changes in trade on factor movement? 
Theoretically increase in the movement of commodities (i.e. volume of trade) 
will lead to the equalisation of commodity prices as well as factor prices and 
factor movements may become superfluous. On the other hand, it is possible 
that out-of-the-way regions may become natural locations (they have been 
nened up through transport improvements) and may attract more labour and 
capital-interregional factor movements are thereby increased. 

SELECT REFERENCES 


Ber.il Ohlin, Inter-regional International Trade. 

P T Filsworth, International Economy. Chaplets 5 and 6. 
Kindleberger, International Economies, Chapters 2 and 6. 



49 


TARIFFS AND TRADE CONTROL 


1. THE CASE FOR PROTECTION 

T RADE between two countries may be prohibited or restricted by prohibition 
of imports and exports, fixing of export and import quotas and the use of 
custom duties. Of these different methods, the most common one, as we have 
seen, is the use of customs duties or the tariff system under which imports and 
exports are subject to certain taxes. These taxes may be levied for two purposes, 
viz., to get revenue and/or to restrict the volume of trade between two regions. 
Customs duties levied to bring in revenue may indirectly restrict trade just 
v as those levied to restrict the volume of trade may incidentally bring in 
V revenue to the government. In this analysis, however, tariff walls have been 
taken to mean only those taxes which are intended to restrict international 
trade. Instead of calling these customs duties and the tariff walls as restrictive, 
it has become customary to refer to them as protective duties because in the 
19 th century and in earlier periods they were used mainly to protect local 
industries. Therefore, economists normally use the term ‘protection* as the 
opposite of free trade, while actually they should use the term ‘restriction*. 

The earliest exposition of the theory of protection in the modern form was 
by the American statesman, Alexander Hamilton, who advocated protection for 
the encouragement of struggling American industries. In Germany, Friedrich 
List advocated the views of Hamilton and was instrumental in the use of 
customs duties to develop German industries in the face of the competition 
from English industries. The views of Hamilton and List have in course of time 
spread throughout the world and are now taken up by the underdeveloped 
countries in order to defend their restrictive policies. 

Forms of Restriction on International Trade 
r There are many forms of restrictions on international trade but the most 
common method is the use of tariffs or duties. A tariff or duty on the import of 
commodities from abroad is one of the earliest and the most widely used 
methods of limiting imports. There are different types of tariff systems. In the 
single column or uni-linear tariff system , a country gives uniform treatment to 
all like commodities regardless of the country of origin. In the general or con¬ 
ventional tariff system , the country provides for a general column of duties 
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applicable to all countries except to those with which specific tariff treaties or 
conventions have been made. Again, some countries may have a tariff system 
with maximum and minimum rates for like commodities, in which minimum 
rates may be granted to “most favoured nations’* with which special treaties 
have been entered into, and maximum rates may be levied on imports from 
other countries. Lastly, a country may follow a preferential tariff system under 
which it may give exclusive trade privileges to nations related to it by political, 
racial or regional ties. 

A tariff duty levied and calculated on the basis of physical unit—so many 
rupees a maund or ton or yard and so on—-is known as a specific duty. But if 
a duty is calculated on the basis of the value of goods and not on the basis of 
physical measurement it is known as ad valorem duty. A customs duty is known 
as compensatory duty if it is levied on imported goods for the purpose of raising 
their prices to protect domestic producer from loss because of duties on raw 
materials entering into the manufacture of such goods. A countervailing duty 
may be levied on those imported goods which are supported by their home 
governments through subsidies or bounties; a countervailing duty will be in 
addition to the original customs duty and the purpose is to ensure the degree 
of protection originally intended. If a country is imposing customs duties in 
general but permits free imports of any particular commodity, such a commo¬ 
dity is said to be on the free list. 

Just as customs duties are levied on imports, they may be imposed on exports 
also. Till the 1930’s, the tariffs were the most common method of restricting 


imports but during the Great Depression and with the growth of economic 
nationalism other methods have also been devised to control and restrict trade. 

Quantitative restrictions. The second important type of restriction on inter¬ 
national trade may be known as quantitative restrictions which are direct 
limitation upon the physical amounts of certain goods that may be imported 
duriog a given period of time. Countries adopting quantitative restrictions 
generally adopt the system of licensing and quotas. Licensing is resorted for 
limiting the quantities to be imported by specified importers and the total 
amount to be imported is restricted by the system of quotas. Imports are limited 
to the quotas allocated among the several supplying countries. Originally 
introduced to relieve foreign exchange difficulties, quotas have been found to be 
a very useful system for protection against foreign competition and for stregthen- 
ing foreign exchange reserves by limiting imports. During and after the Second 
World War, the quota system became quite common everywhere. 

Exchange restrictions. The exchange restrictions, developed during the Great 
Depression constitute another important method for restricting international 
trade During the depression of the 1930’s many countries experienced extreme 

shortage of foreign exchange reserves and they found it necessary to control 

and restrict the purchase and sale of foreign exchange. This system of control 
over the purchase and sale of foreign exchange was soon recognised as an 
effective mothod of restricting imports. The system was used not only to 
protect foreign exchange reserves but also to keep out certain types of foreign 
P ds and not unoften, it was used as a political weapon. The most common 
p° actice under exchange control system is to classify goods according to their 
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importance and fix priority for their imports accordingly. Exchange control 
has obvious advantages in restricting trade but it has generally been felt that it 
leads to distortion of production and trade and too much of administrative 
corruption and arbitrariness. 

Miscellaneous. Other methods of restricting foreign trade include multiple 
exchange rates (under which different exchange rates are applied to different 
types of goods), the so-called sanitary regulations (to prevent the import of 
goods on the basis of health and welfare), import sur-taxes (special taxes on 
dutiable imports) and linked purchase regulations (which require for every 
import a fixed proportionate purchase of domestic aricles), etc. 

It may be observed here that the various methods of restricting foreign trade 
which we have described above constitute a serious barrier to the free flow of 
trade between countries. In recent years, however, many successful attempts 
have been made to facilitate the growth of world trade through simplification 
and reduction of these restrictions. 

Protection for Economic Development 

The infant industry argument has been considered the most cogent economic 
argument in favour of protective tariff, since it is meant to promote a country’s 
economic development. An infant industry is one which has been started lately 
and which has not reached the maturity and strength necessary to enable it to 
face foreign competition from long-established industries. Unless an infant 
industry is protected against foreign competition in order to enable it to develop 
sufficiently and stand on its own legs, it will be impossible for such an industry 
to be started, and if started, to develop rapidly. The infant industry argument 
is, therefore, based on the recognition of the sound fact that old established 
industries command a certain degree of superiority over newly established 
ones. 

List and others, who advocated the infant industry argument in favour of 
protective tariff were not against free trade, for they were fully aware of the 
advantages of free trade and specialisation. But they advocated restriction 
of trade to enable a weak nation to develop in the face of competition 
from a powerful manufacturing rival. By helping an industrially weak 
nation to develop in the first instance they advocated the widening of the area 
of geographical division of labour. The volume of trade between two equally 
strong nations would be more than that between a strong nation and a weak 
nation. 

Besides, those who advocated the infant industry argument did not advocate 
it as a permanent device to help economic development but only as a temporary 
expedient till such time that the infant industry reached maturity and could 
face foreign competition unaided. Moreover, protection should not be given 
indiscriminately but only to those infant industries, which have potentialities to 
develop fast and stand on their own legs. For example, an industry which 
required protection should possess natural resources, plenty of cheap labour 
electricity and other sources of fuel, a good and extensive market within the 
country and m certain cases, outside also; and so on. 
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Closely related to the infant industry argument is the use of tariff in general 
for the development of the productive powers of a nation. In an underdeveloped 
and backward nation all industries will be in the posit.on of infant industries 

and will not be able to develop unless all of them are protected. In this case, 

tariffs are used to help an underdeveloped economy to develop itself even 
though it may be faced with the competition and supremacy of manufacturing 
and commercial nations. As in the case of infant industries tariffs are 
advocated here to help only those young nations which have natural and other 
facilities which will enable them to develop fast and stand on their own legs 

without the artificial support of tariff walls. 

The use of tariff for the development of the productive power of a nation as 
a whole is probably the most intellectual argument in favour of protection. As 
pointed out earlier, the infant industry argument is not against free trade as 
such but pleads that all countries should develop themselves fully in the first 
instance so that the volume of trade may be maximised. Besides, it is rightly 
held that the countries which have been fortunate enough to industrialise them¬ 
selves earlier should not make use of this advantage against unfortunate 
countries, which, owing to many reasons, both political and economic, have not 
been able to industrialise themselves. It is argued that free trade will condemn 

the underdeveloped countries to remain underdeveloped for ever, while the 

already industrialised countries would continue to get the benefits of industriali¬ 
sation It is essentially on this ground that underdeveloped countries have been 
nermitted by other countries to enforce protective tariffs 

p tn nractice however, these arguments in favour of the use of tariffs lace 
certain difficulties. First, it is difficut to find an industry which fulfils all the 
reouirements so as to entitle it to protection. No industry can possess sufficient 
1 materials adequate and fully trained labour force, adequate capital, a 
ra ffic?cntlv large home market, etc., all of which are required to ensure develop- 
nt to the point of maximum efficiency. Secondly, it is rarely that protection, 

. Offered is given up. even though, according to theory, the industry is given 

nrotecUon only for a temporary period. An industry which gets this artificial 

U ? oainst foreign competition would rarely like to give it up and thus protec- 
t P ,?nds to become permanent. In such a case, protection is against the 
tion tenu f lhcy arc denied cheap foreign goods permanently and 

“"TI E prices for the local manufactures. 

eh rth has pointed out that a country with plenty of natural advantages 
.r mnm.icallv develop industries-protection or no protection. A good 
would au deV e lopme nt of the cotton textile industry in India in the 
example is ufjes in spite of the most intense competition from England 

l9t J h , a ^n Hence protection, it is argued, is not really necessary, 
and Japan. denied that protection can speed up industrialisation through 

But it canno ics and , therefore, through larger investment. 

encouragement to m 

, to Promote Employment 

Protecuo using tariffs to increase employment in a country was 

The argumeno the Great Depression of the 1930’s when the entire 

extremely pop a . us cyclical unemployment. Protection may offer relief 
world suffered from serio 


Tariffs and Trude Control 723 


to a country suffering from heavy unemployment in two ways. Directly, the 
imposition of a protective duty will keep out certain imports and the money 
so saved can be spent upon the purchase of home-produced goods. Thus, there 
is a favourable effect upon income and employment —the protected industries 
will expand and give employment to a larger number of persons. Indirectly, 
expansion of other industries which supply raw materials and other goods to 
the former and thus they also will experience expansion, resulting in increase in 
employment. 

Free traders, however, argue that the employment argument, though logically 
valid, has little to commend itself as a practical policy. Since exports pay for 
imports, reduction in the volume of imports owing to the imposition of tariffs 
will cause an equal diminution in exports. Additional employment caused by 
the reduction of imports may be neutralised by an equal or probably greater 
unemployment caused in the shrinking export industries. This argument of free 
traders is wrong for two reasons. In the first place, the diminution in imports 
because of the imposition of a tariff may not be followed by a simultaneous 
diminution of exports, as the free traders have assumed. Even if it is assumed 
that there is a simultaneous fall in exports because of the restriction on import 
it does not mean automatic reduction of employment in the export industries. 
Either, the money which was formerly spent by people on foreign goods is now 
used to demand locally produced goods and also demand more of the goods of 
the export industries; thus, the export industries develop and expand along with 
the protected industries. Or, the increased income because of the restriction of 
import may be used to demand some goods or the other and not necessarily 
the goods of the export industries and thus the level of employment in any case 
may be maintained and even increased. It may be concluded that the tariffs 
have a favourable effect on the level of employment. 

In order to analyse the effects of tariffs on the level of employment, it is 
necessary to distinguish between the three following broad types of unemploy¬ 
ment and to study the effect of tariffs in each case. 

In every country, there arc some industries and occupations which offer 
employment for only a certain number of months in the year, as for example, 
the sugar industry, cotton ginning and even agriculture itself in India, which is 
not a whole-time occupation. In such cases of seasonal unemployment, tariff 

?° T? " gardS em P lo y ment P os >ti°n. What is really necessary 
is the creation of subsidiary and by-products industries in those localities where 

asssr loca,ed and offcr profiuwe " npi ° ymen *» 

Sstructural unemployment is inevitable in a dynamic economy, for it is alwavs 
possible that some industries lose their significance became of changes in 

Th dP r referenC< ^° fCOnSUInerS WhUe new industri « come into pro- 
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friction and without time-lag. This is especially true when the change from 
one job to another involves the migration from one region to another. The 
question now is whether frictional unemployment can be remedied by the use 
of protective tariff. If an industry is subjected to the growing pressure of com¬ 
petition of imports and is threatened with unemployment, it is possible to 
diminish or avoid such unemployment for the time being by means of tariffs. 
But frictional unemployment may not always be due to foreign competition. In 
such cases, it is better that frictional unemployment is remedied through the 
use of labour exchanges which will direct labourers to those areas where they 
are required and also through the establishment of technical institutes which 
will educate and retain the workers to take up jobs in new industries. 


Cyclical unemployment is associated with the downward phase of the trade 
cycle. When effective demand for goods and services falls, production and em¬ 
ployment also fall. It was to remedy this situation that tariffs were originally 
introduced during the last depression. If a country follows this policy, it may be 
possible for it to expand the level of employment, directly in the case of protec¬ 
ted industries and later indirectly in other industries also. It may also be argued 
that tariffs by separating a country from the world economy, may render the 
country immune from crises. But when many or all countries follow restriction- 
ist policies, world trade will dwindle and all the advantages of international 
division of labour and specialisation will be lost to countries and, to that extent, 
welfare will come down. Tariff, therefore, may be useful to any particular 
country to remedy cyclical unemployment but it cannot be a solution if such 
unemplyment is world-wide as it was during the thirties of this century. Keynes 

and Hansen advocated the use of fiscal policy to create employment and in¬ 
crease effective demand, production and national income. 

Thus, one of the popular arguments in favour of restriction on Internationa 
trade is to raise the level of employment but how far the imposition of tariffs will 

bring about full employment in a country is a difficult point to answer. The 
imposition of protective duties by a country will have the effect, for the time 

on reducing imports without having any unfavourable repercussion on 
Se country’s exports. Imports having been cut down, employment will be crea- 

cd in the count^since the articles hitherto imported will now be produced 

within the country itself. On the basis of theory of employment multiplier the 
-mninvmpnt will in its turn, generate waves of secondary and tertiary 
employment within the economic system. The expansionary effects of the initial 
employment generated by the imposition of protective tariff will exhaust itself 
irr certain stage But the basic difficulty will be whether it is possible to expect 
co-operation and. not retaliation, from other countries. 


Tariffs and Diversification of Industries 

One of the most common arguments in favour of protection, both in the past 
as well as at present, is known as the diversification argument. It is argued that 
the system of international trade where individual nations increasingly seek to 
specialise in a narrow range of exports and depend upon others for a wide 
range of imports is very unstable and risky for a country. Not only does a 
country depending much on international trade become subjected to the dangers 
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of recurring economic fluctuations but also become highly unbalanced. Some¬ 
times such a country has to depend upon others even for the basic amenities ot 
life-take for example, England's dependence on other countries for its bread, 
meat, butter, tea, etc. Many highly specialised producers of foodstuffs and raw 
materials, like Australia, Argentina, Mexico and others experienced the dis¬ 
advantages of specialisation during the Second World War. Thus almost all 
countries have come to realise the need to reduce dependence on other countries 
and create a more balanced and self-sufficient economy through a system of pro- 


tcctive tariffs. . . 

There is another important reason why diversification of industries is recom¬ 
mended. In these days of mutual jealousies and conflicts between countries it is 
necessary that each country should develop all the industries considered strate¬ 
gic or important from the point of view of national defence. In times of war, it 
will be dangerous for a country to depend upon others for supplies of strategic 
materials. From the standpoint of national defence, therefore, each country 
should avoid too much dependence on other countries, which results from 
specialisation and international trade. 

This argument, which pleads for national self-sufficiency, balanced growth of 
all industries and absence of complete specialisation, has merits of its own, 
especially in these days of international conflicts and tensions. But the problem 
is whether every country can achieve complete self-sufficiency and diversification 
of industries. For one thing, even such vast countries as the USA and the USSR 
do not possess all the raw materials and minerals which are required for many 
of the industries. Even if they possess all the natural resources, they may not 
possess them to such an extent as to satisfy their full requirements. For example, 
the USA has petrol, so necessary for the internal combustion engines, but its 
internal supplies are not sufficient for its needs. Thus it is not possible for any 
country to be completely self-sufficient. Secondly, even assuming that a country 
has all the natural resources required for all types of industries, the ideal of 
self-sufficiency and diversification will condemn a country to produce at a high 
cost certain goods and services which can be cheaply imported from others and 
thus force it to accept a low standard of living. Lastly, complete isolation is not 
possible in modern times. Hence the diversification argument in favour of 
protection is weak and Haberler characterises it as a non-economic argument. 


Other Arguments for Protection 

The use of customs duties against dumping is one of the arguments in favour 
of protection. Dumping is selling in a foreign market at a price lower than 
home-market price. If the purpose of selling at a lower price in the foreign 
market is to destroy competitors there, it is ruinous to them and hence there is 
r a need to prevent such dumping. It is advocated that tariffs may be used for this 
purpose. But most economists agree that by the time protective duties are 
imposed, damage would have been done by dumping. Hence it is necessary to 
devise other methods to remove dumping. 

Protective tariff is sometimes imposed, especially in the industrially advanced 
countries of the world, on the ground of safeguarding the interests of labour. 
It is said that in the absence of protection the highly paid labourers in the 
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industrially advanced countries would be exposed to the competition of cheap 
foreign labour. It is maintained that the products of high-wage labour can be 
undersold by those of ‘pauper labour*. Hence, this argument has been extremely 
popular in America. However, it overlooks two vital factors: first, labour is not 
the only factor of production; and secondly , efficiency of labour differs greatly 
in different countries. A country may have a high level of wages because of scar¬ 
city of labour as compared to other factors and also because of high efficiency 
of labour. It should be noted that high wages are no bar to low-cost production, 
and that low wages do not automatically mean low-cost production. It is very 
interesting to note here that while America advocates the use of tariff against 
goods made by cheap labour, there are other countries like Italy which appeal 
protection against the products of American and British mass production 
methods. 

Other arguments in favour of protection are: checking imports of luxuries, 
improving the balance of payments, counteracting the lower costs of foreign 
countries, creating and expanding a home market, using it for bargaining pur¬ 
poses with other countries, and so on. 


Tariffs and Underdeveloped Countries 

We have given many arguments in favour of protection and the reasons to 
restrict international trade. We shall now evaluate the various arguments from 
the point of view of an underdeveloped country like India. 

Protection of infant industries is an absolute necessity since without protec¬ 
tion they will never be able to develop. In India, this argument assumes a far 
greater importance than elsewhere. For one thing, India is extremely rich in 
natural resources-in raw materials, sources of power and human resources. 
India has immense potentialities for industrial growth and expansion. But in the 
face of intense competition from other countries which were fortunate to develop 
industries earlier because of political and other favourable circumstances Indian 
industries could not either be started or when started did not make rapid pro¬ 
gress The result was that India was condemned to be an agricultural economy, 
with a low standard of living and with an extremely low per capita income. 
Therefore, infant industries argument assumes a special meaning in a country 


In this connection, it is interesting to nole Pigou's opinion: The case for 
nrotcction with a view to building up productive power is strong in any agricul¬ 
tural country which seems to possess natural advantages for manufactures. In 
uch a country, the immediate loss arising from the check to ‘he exchange of 
native produce for foreign manufactures may well be outweighed by the gain 
" greater rapidity with which the home manufacturing power is deve- 

"A very good case can. therefore, be made out for the restriction of 
international trade if foreign competition can be minimised and backward agri¬ 
cultural economies are allowed to develop their industrial potentialities. 

I, is important to emphasise here that protection is not suggested asaperma- 
nent feature of an economy but only as a temporary expedient to help industries. 
Only those industries which have a bright future and which are essential to the 
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changed circumstances of the 20th century, in mese y country 

rome o? the ideals which should be kept m view by any modern government in 

evolving a tariff policy suited to the needs of the country. 

Lastly protection is one of the methods or weapons in the hands of the 
modern State which attempts to bring about economic pro^penty hrough plan- 
. Sn'tinre the Indian Government wants to control, interiere wun, 

centralise and regulate all economic activities. It is but obvious that the govern- 
ment will control foreign trade too. Rapid industrialisation be J r °“f ‘ 8 

through the planning of labour apd capital resources and also by the use of 
protection. In the hands of a planning authority, protection is one of the many 
methods to bring about planned economic development. This, in fact, is the 
present policy of the Government of India. 

2. MULTILATERAL TRADE 

A country is said to have multilateral trade relations when it permits trade 
with many countries, and when it allows its currency to be convertible to a 
number of other currencies. Suppose India has trade agreements with a 
number of countries and allow the rupee to be freely convertible to the 
currencies of all other countries of the world. India is said to follow multila¬ 
teralism. India may have surplus balance with some countries but deficit with 
others For after all. under multilateral trade, importers and exporters are tree; 
importers buy in the cheapest markets and the exporters sell in the dearest fore¬ 
ign markets. At the same time, the decisions to import and export are made 
independently. Naturally, there is no reason at all why imports and exports bet¬ 
ween India and any other country should balance. But under multilateralism, 
India will use its surplus with one country to offset its deficit with another 
country. Multilateralism implies that a number of countries adopt free trade and 

do not have any tariff and other restrictions or have the minimum of restric¬ 
tions. During the 19th century and upto the First World War, international trade 
was multilateral and this was facilitated largely by the existence of London as 
the financial centre of the world. Almost aU countries of the world had kept 
their accounts with London banks and it was easy to settle their external accounts 
through the London banks. 

The Case of Multilateralism 

The argument for multilateral trade agreements are the same as arguments 
for free trade itself. Countries must be free to import and export to any or all 
countries; import from the cheapest sources and export to those countries, where 
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the prices are the highest. Multilateralism, therefore, promotes international 
specialisation and the application of the principle of comparative advantage. As 
every country concentrates and specialises in the production of those goods 
in which it has comparative advantage and is better placed, there is increased 
production all-round and great scope for higher standards of living for all the 
trading countries. Further, multilateral trade helps to equalise prices of goods 
and factor services in all the countries. Besides, multilateral trade removes dis¬ 
crimination in international trade. In the absence of multilateral trade, there are 
direct controls and import duties and as a result relative prices are not equalised. 
Finally, multilateral trade bring about a free currency system, under which sur¬ 
pluses and deficits are cancelled out and under which one currency can be easily 
converted to any other currency. 

Multilateralism in the Past and Present 

Towards the end of the 18th century, England took the lead in removing 
restrictions and discriminations imposed on international trade. Under the influ¬ 
ence of Adam Smith, England concluded trade agreements with France, Portugal 
and other countries, containing “most-favourcd-nation** clauses. Privileges in 
trade made available to one country were made available to other countries 
also. Discriminations in imports and exports as well as in rate of exchange were 
removed. Import duties were reduced and in most cases were eliminated altoge¬ 
ther. By the middle of the 19th century, England was on free trade and under 
its influence, other countries too adopted free trade. As we have mentioned 
earlier, free trade is the same as multilateralism. 

This state of affairs did not continue for a long time. Some countries like 
Germany and United States of America introduced import duties to restrict 
imports with the idea of encouraging domestic industries so as to speed up 
economic development. Towards the last quarter of the 19th century, restric¬ 
tions on the free flow of international trade were increasing. But, by and large, 
multilateralism was prevalent till the beginning of the First World War. It was 
during the inter-war period, specially during and after the great business depres¬ 
sion of 1929-33 that countries abandoned multi-lateralism and adopted bilateral 
trade and payments agreements. The trend towards bilateralism was becoming 
extremely common after the Second World War. However, even in the midst of 
common bilateral trade agreements, there have been three important organisa¬ 
tions which have been promoting regional multilateral trade and payments. 
These are the dollar area, the sterling area and European Payments Union (EPU). 
Let us describe briefly how these organisations have been promoting regional 
convertibility of currencies and regional multilateralism. 

The Dollar area consists of the United States of America, Canada, the Central 
American countries and some of the South American countries. These countries 
arc closely tied together because ol common economic bonds. Their imports and 
exports are mostly to one another. Most of the dollar area countries export 
their commodities to the United States of America. Hence they have been de¬ 
manding dollars for their exports to other countries outside the dollar area. 
Generally, they have not discriminated between countries, but some of them 
unpose quantitative restrictions on trade and multiple exchange rates. 
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The Sterling area consists of the British Commonwealth countries, minus 
Canada (which belongs to the dollar bloc) plus several Middle Eastern countries, 
Burma, Ireland, and others. The pound sterling which is the British currency, 
is the connecting link of the sterling area. All member countries of the Sterling 
Area keep their reserve balances in sterling in the London banks and use them 
to settle accounts between them. A surplus or deficit in the external balance ot 
payments is adjusted in the London banks. The Sterling Area countries are con¬ 
nected together through political and economic relations and have imports and 
exports mainly with one another. 

Upto 1931, the Sterling Area countries were closely knit together and their 
exports and imports were pre-dominantly with one another. After 1931 sterling 
became free and lost much of its importance, but even then the Commonwealth 
countries found it useful to keep their international reserves in London. For one 
thing, the pound sterling continued to be stable and thus protected the imports 
and exports of the sterling area countries from fluctuations. For another, the 
international trade of these countries were mainly with one another. There was 
thus, multilateral trade and payments, but within the sterling area. 

After the Second World War, the member countries of the Sterling Bloc were 
brought together into a limited multilateral trade and payments, but the system 
involved discrimination against the doller area. There was acute shortage of 
dollar in the post-war period, and therefore, the Sterling Area countries were 
encouraged to export to the dollar area countries but were asked to restrict their 
imports from the dollar area to the unavoidable minimum. Member countries 
imposed discriminatory restrictions on transactions requiring payment in dollars. 
Members usually follow the lead of Britain in determining the nature of controls 
and restrictions to be imposed on dollar transactions. The dollar reserves of all 
the Sterling Area countries were pooled together and were rationed out to the 
different members on the basis of need. 

Within the Sterling Area too, there may be restrictions on the movement of 
trade and payments. For example, an Indian may not have the right to buy as 
many British goods or British pounds as he wishes. But, by and large, it was 
j- >6sible for member countries of the Sterling bloc to pay their debts with others 
I ith one another out of their sterling earnings. Thus, the sterling area provided 
i widespread multilateral system of international trade. 

European Payments Union (EPU) was organised by 17 nations of Western 
;urope in 1950 in order to overcome the difficulties of bilateral trade and pay¬ 
ments agreements which were the common features of European trade since the 
Second World War. After 1945, European countries made a series of bilateral 
meats agreements between themselves to overcome their payments problems. 
L * these bilateral agreements, one country extended credit to another 
cou. in case of deficit with the former. This system did enable countries to 
expan. ade with each other. But there were a number of difficulties which 
actually tended to restrict the volume of international trade. 

(a) When a debtor country continued to have persistent deficit balance of 
payments (excess of imports over exports), the creditor country was reluctant to 
extend further credit. 
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(b) After the original credit was exhausted, the creditors were unwilling to 
extend fresh credit, and the debtor countries were reluctant to pay gold or 
dollars to pay for additional imports. 

(c) Debtor countries attempted to adjust their balance of payments through 
cutting down their imports. 

C d) As payments between countries were bilateral, it was possible for a country 
to have a surplus with one country but deficit with another. But the surplus with 
one country could not be used to settle the deficit with another country. 

(e) A country would grant licences more freely for imports from countries 
with which it had a surplus than for imports from countries with which it tended 
to have a deficit. There was thus discrimination because of bilateral arrange¬ 
ment. 

Because of the above reasons, the trade between the European countries had 
been badly restricted and there were many types of discrimination between them. 

To solve these difficulties, the EPU was formed. The EPU has a clearing agent 
to whom every member country reports its bilateral position with every other 
member country. The clearing agent then determines the net position of each 
country with respect to all the other members. This system automatically offsets 
all the deficits of a country with all its surplus. In case a member country has an 
over-all surplus (after cancelling its deficits with other members), it receives 
from the clearing agent part of its surplus io dollars and part of it in the form 
of credit. On the other hand, if a member country has an over-all deficit (/.*., 
its payments exceed receipts from all the member countries) it has to pay the f 
EPU clearing agent, part of the deficit in terms of gold and dollars and part of 
it in the form of loan. 

The EPU has helped in the expansion of international trade and has helped 
in the removal of discrimination between countries. First of all, a member 
country need not bother about its trade position with every other member but 
only with all the members as a whole. Secondly, a member country need not 
discriminate between countries in the matter of import licensing and can import 
from any of the countries. Finally, member countries are now permitted to use 
their surpluses to offset their deficits. In this way, the EPU has helped to bring 
about a regional multilateral payments and trade in Europe. In a sense, the 
EPU is more than a regional multilateral system, since it is including many 
other countries as well. For instance, the politically dependent territories of the 
Western European countries are also included within the EPU. Besides Britain 
is a member of the EPU and as such all the members of the Sterling Area come 
under the EPU in an indirect manner. Thus, the area of multilateral trade and 
payments of the EPU is considerably expanded. 

Multilateralism and International Institutions ' 

The Dollar Area, the Sterling Area and the European Payments Union have 
promoted regional multilateral trade and payments. In the post-World War-11 
period, two institutions have been created to bring about international co-opera¬ 
tion in the field of international trade as well as international convertibility of 
currencies. We mean here the International Monetary Fund (IMF) and the Gene- 
ral Agreement on Tariffs and Trade (GATT). Member countries of the IMF have 
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agreed to adopt certain practices through which multilateral trade would be 
promoted. In the first place, they will not impose any restrictions on making 
payments for current international transactions. Secondly, they will not adopt 
multiple exchange rates for different currencies or adopt any other discrimina¬ 
tory practices. Finally, member countries will permit convertibility of their 
currencies into the currencies of all other member countries. These arc impor¬ 
tant provisions of the IMF and they were designed to bring about multiconvcr- 
tibility of currencies and to promote multilateral trade between member 
countries. 

However, in practice, a number of exceptions were introduced which reduced 
the effectiveness of the IMF. For instance, the Fund Articles permitted members 
to maintain restrictions on international payments during the transition period, 
which was extended. So much so, there are quite a large number of member 
countries which still follow restrictions in the matter of convertibility of their 
currencies. (India is a good example of this). Again the Fund has expressly 
allowed discrimination in the case of scare currencies. That is, member countries 
are permitted to restrict exchange operations in a scarce currency like the 
dollar. 

The parties to the General Agreement of Tariffs and Trade (GATT) agreed 
that they would not discriminate and would impose no restrictions on interna¬ 
tional trade other than duties and taxes. They would exclude the use of multi¬ 
ple exchange rates, quotas and import licences. While the IMF attempted to 
control restrictions on international payments, the GATT covered the use of 
trade restrictions. But the parties to the GATT were allowed to impose import 
restriction to stop a serious drain on their international cash reserves or to 
build up reserves, in case their reserves had fallen low. 

Efforts are also being made to bring about multilateral trade and payments 
through the European Common Market, the attempt to organise an Asian 
Common Market, the North Atlantic free trade area and so on. 

3. BILATERAL TRADE AND PAYMENTS AGREEMENTS 

In the !93Q’s, international trade was depressed by low levels of economic activity 
and also by balance of payments difficulties. To overcome these difficulties, 
countries entered into bilateral trade and payments agreemets. Likewise, in the 
period after the Second World War, shortage of foreign exchange reserves to 
pay for imports forced many countries to enter into bilateral agreements. Bilate¬ 
ralism is said to exist when ( a ) two countries enter into an agreement as to the 
items and the quantity of items to be imported or exported during a given 
period of time; and ( b) country balances its receipt and payments with every 
country separately, rather than with the world as a whole. In almost all cases, 
bilateral payments and clearing agreements have led to bilateral trade agree¬ 
ments. 

Objectives and Purposes of Bilateral Agreements 

The depression of 1930’s and World War II disrupted the course of interna¬ 
tional trade and the result was the use of international agreements to regulate 
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trade and payments. The objectives of these agreements were: 

(a) Some of these agreements evolved from bilateral clearing agreements 
which were meant to settle balance of payments difficulties. Some countries, for 
instance, accumulated foreign balance which were blocked because of non-availa- 
biiity of foreign exchange. Bilateral agreements were made so as to release the 
blocked currencies. 

(b) Some trade agreements were made in order to permit trade, where it 
might not have taken place otherwise. For instance, countries were consistently 
facing a shortage of international reserves and they entered into agreements 
that provided a means of expanding trade. 

(c) Some trade agreements arose because of the desire of a Government for 
an outlet for a given surplus of a commodity or to get access to a scarce commo¬ 
dity. 

( d ) Some trade agreements were made for the sake of bulk-buying and selling. 
This was done by countries which have generally adopted economic planning 
and which wanted to protect themselves against uncertainties. 

(e) In the post World War II period, when dollar and gold were extremely 
short, countries entered into bilateral agreements so as to balance their imports 
and exports and to minimise payments in gold or dollar. 

(/) Soviet Russia entered into a series of bilateral trade agreements with 
Eastern European countries'partly to help them in their economic development 
but mainly to keep them under its economic influence and domination. 

By 1939 there were about'*70 bilateral agreements among countries. Germany 
used its bilateral trade and payment agreements to compel weaker countries in 
Europe to accept whatever Germany could offer and export to the latter their 
most important materials. In 1947 there were about 200 bilateral agreements 
and by 1954 there were as many as 400 such agreements. 

Types of Bilateralism 

Four well-known bilateral trading methods have been in use viz., private 
compensation, exchange clearing agreements, payments agreements, and bulk- 
purchase contracts. We shall describe each one of these four methods briefly. 

(1) Private compensation: In 1932 and 1933 German exporters faced increas¬ 
ing difficulties in exporting to free exchange countries because of declining 
demand and increasing competition. At the same time, exports to countries 
adopting exchange control were restricted because of their exchange control 
measures. The exchange control countries were willing to pay, not in free ex¬ 
change, but only in their own currencies. In such a case, the German exporters 
to a country, say, Greece paid in Greek currency which could not be converted 
to the German mark or to any other currency. This resulted in the accumulation 
of unwanted blocked balances. The German authorities were unwilling to be paid 
in such currencies. To facilitate sales in such countries, German exporters entered 
into direct barter, known as private compensation, under which a German 
firm, would export a commodity and in exchange accept an equivalent value 
of some import. For instance, German coal worth 9 million marks was exchanged 
for Brazilian coffee; German fertiliser was exchanged for Egyptian cotton; and 
German cigarettes were exchanged for tobacco from Greece, Bulgaria and 
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Turkey. Private compensation is a pure barter, under which one. J* 

exchanged for an equivalent of another commodity. This type of bilateral agr 

m< (2) S Exchange'clearing 0 agreemenls'. Private compensation involved serious 
difficulties, since it required the offsetting or cancellation of individual exports 
and imports in each transaction. This difficulty is avoided in exchange clearing 
agreements under which all the claims or certain broad categories of claims 
arising out of trade between two countries are offset or settled. Exchange clear 
ing agreement first entered into by Germany with Sw.tzerland, under which both 
agreed to pay to their respective central banks the amounts payable to their 
respective foreign creditors. For instance, the German .mporters wou d pay to 
the German central bank the amount they owed to the Swiss exporters. Likewise, 
the Swiss importers paid to the central bank in Switzerland the amount they 
owed to the German exporters. The German exporters would be paid by the 
German central bank out of the funds paid by German importers. In the same 
way the Swiss exporters would receive payment from the Swiss central bank out 
of the funds paid by the Swiss importers. In other words, the importers of a 
country pay to the exporters of the same country. This system of exchange clear¬ 
ing was essentially one of offsetting each other’s payments, and the basic assump¬ 
tion was that the countries entering into such an aggreement would see that 
imports and exports were more or less equal and there was no necessity to make 
or receive payments in gold or in some free currency like the dollar or the pound 

sterling . . . . c- 

There were two clear advantages in exchange clearing agreements. Firstly, 
imports and exports between two countries would take place without the 
countries being unduly worried about the problem of finding scarce foreign 
exchange. Secondly, under this system there was no need for a market for forei¬ 
gn exchange or for a country to have reserves of foreign currencies. Exchange 
clearing agreements had thus favourable effect in promoting international trade 
between two countries which would not have otherwise taken place. Exchange 
clearing agreements were applied not only to cover merchandise trade but also 
to the liquidation of blocked balances, to the transfer of interests and dividends, 
to tourist expenditure, payments for shiping services and other transactions. 

(3) Payments agreements: While compensation and exchange clearing agree¬ 
ments were generally entered into by countries with exchange control, payments 
agreements have generally been made between countries with exchange control 
and countries with free exchange. The main purpose of payment agreement is to 
ensure the liquidation or cancellation of financial claims of a creditor country. 
Under the payments agreement, a country undertakes to regulate its payments 
made to its partner along certain specified lines. For instance, under the Anglo- 
German Payments Agreement of 1934, the German Government agreed to 
earmark 55 per cent of the value of its exports to Britain to pay for imports 
from that country. Germany further agreed to use 45 per cent of its exports to 
pay off previous commercial loans of Britian to Germany. 

(4) Bilateral trade agreements or bulk purchase contracts: The system has be¬ 
come extremely common in recent years. During the Second World War bilateral 
trade agreements were concluded by Britain to ensure adequate supplies of food 
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and raw materials. Since the Second World War, Britain entered into bulk- 
purchase contracts with many sterling and other soft area countries to get L 
regular and steady supply of goods and at the same time, to consume scarce 
dollars. The important features of bilateral trade agreements for bulk purchase 
contracts are as follows: 

( a) Purchase contracts are entered between the Government of one country ^ 
with that of another. 


(b) The Government of a country agrees to buy fixed quantities of other 
country’s produce or contracts for its entire exportable surplus or for a fixed 
proportion thereof. 

(c) In exchange the Government undertakes to furnish specific amount of 
various other goods. 

( d ) The duration of the contract is ordinarily 1 to 3 years. 

(e) These contracts provide for price reviews or price variations within stipu¬ 
lated limits. For example, the British agreement with New Zealand in 1948 
provided for: 

(i) Britain would buy the entire export surplus of meat for 7 years; 

(//) N cw Zealand’s average exportable surplus of 3,44,000 tons of meat was to 
be increased by 50,000 tons by 1955, with the aid of British capital, machinery 
and materials; 

(///) Britain agreed to buy nearly all of New Zealand’s butter and cheese; and 

(iv) In exchange Britain undertook to supply specific amounts of various kinds 
of manufactured goods. 


Consequences of Bilateralism 

During 1930’s Germany had made bilateral trade and payments agreements 
Through them Germany was able to import military essentials even in the fact 
of acute shortage of foreign reserves. Further, Germany imported only those 
goods considered essential by the German Government. There were severe 
restrictions on imports from free exchange countries but there were libe¬ 
ral imports from countries with which Germany had exchange clearing agree¬ 
ments. The Balkan countries which were economically weak became tied tu 
Germany and were forced to import German goods when cheaper goodt 
from elsewhere were freely available. In general, trade policy under bilatera¬ 
lism was no more an instrument of welfare but became an arm of military 


Bilateral trade agreements resulted in reduction in the volume and profitabi- * 
litv of foreign trade. This followed from the fact that exporters in each country 
were no longer free to sell in the best markers but must sell only to those 
countries which were prepared to buy and pay for them. Under bilateralism. I 
there was no question of international specialisation, maximisation of outp U ^ 
and equalisation of commodity prices. 

At the same time, bilateral trade agreements have helped to bring about some 
trade between countries when there was no scope for trade. In this sense, bilate¬ 
ralism has been of some use at a time when international trade was continuous^ 
declining. At present most countries have bilateral trade agreements with on 
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oother. This is specially true in the case of most socialistic countries and under- 
eveloped countries. 
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